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THE FUTURE OF HOUSING IN
AMERICA: OVERSIGHT OF
THE FEDERAL HOUSING
ADMINISTRATION—PART 11

Thursday, February 26, 2015

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HOUSING
AND INSURANCE,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:01 a.m., in room
2220, Rayburn House Office Building, Hon. Blaine Luetkemeyer
[chairman of the subcommittee] presiding.

Members present: Representatives Luetkemeyer, Westmoreland,
Royce, Garrett, Pearce, Hurt, Stivers, Ross, Barr, Rothfus, Dold,
Williams; Cleaver, Velazquez, Capuano, Green, Moore, and Kildee.

Also present: Representative Sinema.

Chairman LUETKEMEYER. The Subcommittee on Housing and In-
surance will come to order. Without objection, the Chair is author-
ized to declare a recess of the subcommittee at any time.

Before we begin, I would like to thank the witnesses for traveling
to 2220 Rayburn for today’s hearing. I apologize for the confined
quarters, but they tell us that we are going to be able to get into
these new remodeled, wonderfully decorated environments here
shortly. And we will see. If it is like everything else around here,
maybe August. But we will try.

The audio-visual system in the Financial Services Committee
hearing room is being replaced. And so, we are going to just bear
with that for a short period of time here.

Today’s hearing is entitled, “The Future of Housing in America:
Oversight of the Federal Housing Administration—Part II.” We
had a hearing a couple of weeks ago with Secretary Castro, and it
was very enlighting with regards to his interest and his informa-
tional working knowledge of his own agency, which was, quite
frankly, embarrassing.

But anyway, I know that all of you today are very well-versed
on your subjects. And we are looking forward to that.

With that, I recognize myself for 3 minutes for an opening state-
ment.

Earlier this month, the Financial Services Committee received
the testimony of HUD Secretary Julian Castro in part I of the
hearing we hold today. His testimony, or lack thereof, was alarm-
ing. Let me be clear from the start. I support the underlying mis-
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sion of the Federal Housing Administration. There is a purpose for
the agency. Some qualified first-time and low-income individuals
and families need assistance in securing their first home.

But FHA has suffered a severe case of mission creep. And the
unfortunate truth is that the lack of sound underwriting and risk
management puts both homebuyers and U.S. taxpayers at risk.
Today, FHA falls far short, in my opinion, of its required capitaliza-
tion level in the Mutual Mortgage Insurance Fund, or MMIF, pull-
ing only four-tenths of a percent capital, instead of the salutorily-
required 2 percent.

When you remove the $1.7 billion taxpayer bailout of FHA and
the billions of Justice Department settlements that pad FHA’s
books, the MMIF capital level falls to a dismal .08 percent. We are
told time and time again that FHA finds itself in its current fiscal
situation because of the financial crisis. But FHA’s shaky principles
were not born out of the crisis alone. In fact, since 2000 FHA has
hit the targeted economic value for MMIF only twice.

We should take little comfort in FHA’s projections that all is well
and will get better. We have heard it for years, and it has never
proven to be the case. In 2009, then-HUD Secretary Shaun Dono-
van said FHA would reach the capital requirement in the next 2
or 3 years. That didn’t happen. In 2011/2012, he said FHA would
hit the target in 2015. We are nowhere close to those targets today,
despite no catastrophic changes to the housing market.

The underlying problems at FHA have existed for years, and con-
tinue to pose a threat to all Americans. If a private business like
the ones represented on our panel today operated in a similar fash-
ion to FHA, it would be placed into receivership. Yet, FHA con-
tinues unapologetically down a dangerous path that we have trav-
eled before.

To make matters worse, the agency has decided to cut its income
stream by lowering premiums. Anyone who understands the fun-
damentals of lending and insurance knows you can’t cut your in-
come stream when you are in desperate need of capital. The bottom
line is that FHA keeps trying to grow itself out of a problem. That
hasn’t worked in the past, and isn’t going to work this time. We
need to focus on common-sense reform and the creation of a more
stable housing market and housing finance system.

I look forward to hearing all of our panelists today and con-
tinuing this important discussion.

And with that, I yield 3 minutes to our ranking member, Mr.
Cleaver from Missouri.

Mr. CLEAVER. Thank you, Mr. Chairman. And to our panelists,
thank you for being here.

Today we have convened a hearing entitled, “The Future of
Housing in America: Oversight of the Federal Housing Administra-
tion—Part II.” Our full Financial Services Committee held a simi-
lar hearing earlier this month and received testimony from Sec-
retary Castro regarding the current state and plans of FHA. We
are here now to hear private sector perspective on the recent ac-
tions undertaken by the FHA.

I have never been shy about my support for homeownership, hav-
ing some difficulty as a boy growing up in terms of our homeowner-
ship and having lived in public housing. I think that it provides
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people with a level of “somebody-ness” that they might not other-
wise get. It encourages families to become neighbors, and it creates
neighborhoods.

Recently, the FHA announced that it would lower the mortgage
insurance premiums by .5 percent from 1.35 percent to .85 percent.
And though this is a reduction in fees, the premiums—and I think
this is important—are still 50 percent higher than they were before
the financial crisis. Though the FHA has weathered stinging criti-
cism for this action, the decision was not made in a vacuum.

Other changes were made at FHA, and they have increased the
stability of the MMFI fund, resulting in a pool of strong borrowers.
For example, the FHA now requires premium payments for the en-
tire life of a loan. A credit score floor has also been introduced. And
a 10 percent downpayment is now required for credit scores below
580.

Again, I would like to welcome our witnesses. The private mort-
gage insurance market plays a very, very significant role in our
housing market. And I look forward to hearing from the panelists.
Thank you for being here today.

Chairman LUETKEMEYER. Thank you. I think we also have the
gentleman from Texas, Mr. Green, who would like to have 2 min-
utes.

Mr. GREEN. Thank you, Mr. Chairman. I thank the ranking
mgmber, as well. And I also thank the witnesses for appearing
today.

I would like to, if I may, just take a moment to cite the Center
for American Progress, because I am interested in hearing more
about what they are presenting today. On page four of your presen-
tation, you indicate that FHA has increased its annual mortgage
insurance premiums significantly, even after the recent decrease,
which is what our ranking member talked about just a moment
ago.

After the decrease announced in January by President Obama,
the annual fee is still 50 percent more than it was in 2008. It has
also raised its up-front insurance fee by 75 percent and required
that the premiums be paid for the life of the loan, rather than
being cancelable when the loan reaches a 78 percent loan-to-value
ratio. I think that is important. I would like to hear more about
that.

And finally, over on page nine you make a significant statement,
that even after the premium cut, the Office of Management and
Budget, or OMB, projects that the new loans in Fiscal Year 2016
will make a net profit to taxpayers of 3.7 percent on average on an
average FHA; that is a gross profit to the taxpayers of $6.423 bil-
lion.

It appears to me that FHA is on its way back. And I am proud
to be associated with FHA. I believe in FHA. I believe that this
hearing can be very meaningful if we are talking about strength-
ening and improving FHA.

I yield back.

Chairman LUETKEMEYER. Thank you.

With that, we want to welcome today’s guests: Dr. Douglas
Holtz-Eakin, president of the American Action Forum; Mr. Rohit
Gupta, president and chief executive officer at Genworth Mortgage
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Insurance, and chairman of U.S. Mortgage Insurers; Ms. Julia Gor-
don, director of housing and consumer finance, the Center for
American Progress; and Dr. Clifford Rossi, professor-of-the-practice
and executive-in-residence, the Robert H. Smith School of Business,
the University of Maryland, and chief economist of Radian Group,
Inc.

Thank you all for being here today. I look forward to your testi-
mony. Each of you will be recognized for 5 minutes to give an oral
presentation of your testimony. And without objection, each of your
written statements will be made a part of the record.

Dr. Holtz-Eakin, you are first. You are recognized for your 5 min-
utes. Welcome.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, PRESIDENT,
AMERICAN ACTION FORUM

Mr. HovLTZ-EAKIN. Thank you, Mr. Chairman, Ranking Member
Cleaver, and members of the subcommittee. It is a privilege to be
here today to discuss—I will make three points very briefly, and I
look forward to your questions.

Point number one is that the FHA mortgage insurance fund re-
mains in perilous financial shape. As the chairman mentioned at
the outset, the current capital ratio is .4 percent, well below the
statutory requirement of 2 percent. And that .4 percent has been
bolstered by a series of one-time infusions of about $4 billion: $1.7
billion from the U.S. Treasury; and $2.3 billion from one-time set-
tlements of lawsuits.

And the projection that it will hit the 2 percent required ratio by
2016 is one in which I don’t think we can place a lot of confidence.
There is a history of mis-projections outlined in my testimony and
Dr. Rossi’s testimony, as well. And I think that the committee
should be quite cautious about counting on that projection becom-
ing a realty.

The second major point is that the recent premium reduction ap-
pears quite unwise. Number one, it cuts into the revenue stream
for an insurance fund that is short of capital. Number two, it shifts
the capital away from the private sector. Inevitably, this is going
to cut into the private mortgage insurance market. There has been
in the aftermath of the financial crisis a bipartisan agreement that
it would be wise to bring private capital into backing mortgages
and have less reliance on the taxpayers as a backstop. This goes
against that.

And in the process, it will shift the risk of the portfolio in a bad
direction. The people most likely to take advantage of this are
going to be high-loan-to-value, high-risk borrowers. And the quality
of the portfolio will be worse than it would otherwise be in the ab-
sence of this reduction.

I find it puzzling that this reduction was done in such a rapid
fashion. If you look at the history of changes in the premiums, this
was done in 9 business days, far from the typical pace at which
there is some chance to comment on the wisdom of such a change.
So, I think the committee is wise to revisit this.

And then more generally, I think this is a reminder of the need
for this committee and the Congress as a whole to undertake a
comprehensive revision to the GSEs and the FHA. In the last Con-
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gress, the Financial Services Committee did a lot of work on the
Path Act. I commend the committee for that. But the overall job
remains undone.

And it is not enough to look at premiums or the FHA mortgage
insurance fund in isolation. The entire backstop for mortgage fi-
nancing in the United States needs a rethinking with the hope that
the FHA will end up with a mission that is clearly defined, one
where assistance is well-targeted, and where capital adequacy is
restored.

So I thank you for the chance to be here today, and I look for-
ward to your questions.

[The prepared statement of Dr. Holtz-Eakin can be found on
page 72 of the appendix.]

Chairman LUETKEMEYER. Thank you, Dr. Holtz-Eakin.

Next, we have Mr. Gupta. And you have 5 minutes.

STATEMENT OF ROHIT GUPTA, PRESIDENT AND CHIEF EXEC-
UTIVE OFFICER, GENWORTH MORTGAGE INSURANCE, AND
CHAIRMAN, U.S. MORTGAGE INSURERS (USMI)

Mr. GuprAa. Chairman Luetkemeyer and Ranking Member
Cleaver, thank you for the opportunity to testify this morning.

My name is Rohit Gupta. I am the president and CEO of
Genworth Mortgage Insurance. I also serve as the chairman of U.S.
Mortgage Insurers, a trade association that began—USMI rep-
resents six of the industries, seven private mortgage insurers, and
is based here in Washington. As private mortgage insurers, we play
both a complementary role, as well as a competitive role with the
FHA by making it possible for home-ready borrowers to buy a
home without saving for a 20 percent downpayment.

In my testimony this morning, I am going to cover three topics:
first, how private mortgage insurance works and how our industry
differs from the FHA; second, how we weathered through the hous-
ing crisis and the lessons we have learned; and third, how our in-
dustry is positioned to play a bigger role moving forward.

Mortgage insurance (MI) is the primary form of private capital-
backed credit enhancement for low downpayment loans. We are
regulated by State departments of insurance, who oversee our busi-
ness conduct. They also set our pricing and review our capital re-
quirements at a risk-to-capital ratio of 25:1, or 4 percent of risk in-
sured. In addition, Fannie Mae and Freddie Mac set additional
qualification criteria that we must satisfy in order to be eligible to
do business with them.

Today, private MI’s insure loans with downpayments as low as
3 percent for borrowers with FICO scores as low as 620. We under-
write loans based on a variety of factors. Our underwriting is
grounded in the three Cs: credit; capacity; and collateral. In the
past year, U.S. Mortgage Insurers helped almost 600,000 borrowers
purchase or refinance their homes. Almost half of the homes we in-
sured were for first-time homebuyers, and 40 percent went to bor-
rowers with incomes of less than $75,000.

On the other hand, the FHA’s primary mission is to target low-
and moderate-income borrowers, members of underserved commu-
nities, and first-time homebuyers. The insurance fund is subject to
a minimum statutory requirement of 2 percent of the risk insured.
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And their capital ratio, as the chairman stated, is currently at .41
percent, a fifth of the minimum required.

The very business of the private mortgage insurance industry is
to put our own capital at risk in the first-loss position. This mat-
ters for several reasons. First, because we put our own capital at
risk, we have a powerful incentive to verify that the loans that we
insure are prudently underwritten and they are sustainable. Our
capital at risk aligns our interests with those of borrowers, mort-
gage lenders, investors, and the overall housing market.

Second, taxpayer risk is extremely remote on the loans we in-
sure. If a loan goes into default, borrower equity and our MI claim
payment stand ahead of any GSE guarantee. In many cases, losses
to the GSEs are far less on defaulted loans with MI than on loans
that actually do not have MI coverage in front of them.

Third, the MI business model builds capital during strong mar-
kets. And that capital becomes available to pay for losses in weak
markets and in times of stress. Today, our industry is highly-cap-
italized and is well-positioned to pay claims and write new busi-
ness.

Like all of the housing finance market, our industry faced un-
precedented challenges in the recent housing crisis. But USMI
member companies never stopped paying claims, and we never re-
ceived any bailout money from the Federal Government.

Since the GSEs went into conservatorship, our industry has cov-
ered $51 billion in claims. Let me repeat that. Our industry has
covered $51 billion in claims, out of which $44 billion went to GSEs
alone, claims that otherwise would have been on the shoulders of
taxpayers. And we have attracted approximately $10 billion of new
capital in the industry.

Coming through the housing cycle, we addressed many of the les-
sons we learned. We have significantly shored up our capital. All
MI companies at this point are operating at capital ratios of 5 per-
cent or better. In October 2014, we also implemented new master
policies and new contracts that give more certainty around how
and when we pay our claims.

Later this year, the GSEs and the FHFA will finalize revised Pri-
vate Mortgage Insurer Eligibility Requirements (PMIERs). These
revised PMIERs will include new risk-based capital requirements
that will be significantly higher than our current capital require-
ment.

The committee asked us to comment on the FHA’s role as it re-
lates to reentry of private capital. FHA and private Mls can and
should serve as complementary forces that enable the FHA to re-
main focused on it goal of serving underserved communities, espe-
cially the communities that the private sector is not suited to
reach.

But for this model to work, it is critical that FHA not stray too
far from that mission. The recent decision to lower annual insur-
ance premiums at FHA, for example, has two immediate con-
sequences: first, it slows the path of FHA to reach its 2 percent
minimum capital requirement; and second, it limits the ability of
private mortgage insurance companies to serve the market. Both of
these actions will increase the exposure of taxpayers to housing



7

risk. And both are directly in contrast to FHA’s own stated goal of
bringing more capital into the housing market.

To summarize, the private MI industry is in the best position to
continue to serve the housing market as it exists today and as
housing is reformed going forward. The current application of
standard cover private mortgage insurance is a very good place to
start, as recognized in most of the GSE reform efforts included in
the 113th Congress.

But more can be done to make the risk for the Federal Govern-
ment even more remote. In addition to standard cover, encourage
supplemental or deeper private mortgage insurance to further dis-
tance the government exposure, and encourage the use of addi-
tional risk-sharing to transfer real risk from the government bal-
ance sheet, both the GSEs and the FHA, over to private MlIs.

As Congress continues the important work on comprehensive
housing finance reform, we strongly believe that reform should in-
clude: a common-sense approach to FHA loan limits; current home
prices in each geographic region; a single industry-wide standard
on Qualified Mortgages; and a single industry standard for permis-
sible seller concessions.

We appreciate the opportunity to testify this morning and look
forward to responding to any questions you may have.

[The prepared statement of Mr. Gupta can be found on page 64
of the appendix.]

Chairman LUETKEMEYER. Thank you, Mr. Gupta.

Ms. Gordon? You have 5 minutes.

STATEMENT OF JULIA GORDON, DIRECTOR, HOUSING AND
CONSUMER FINANCE, CENTER FOR AMERICAN PROGRESS

Ms. GORDON. Good morning, Chairman Luetkemeyer, Ranking
Member Cleaver, and members of the subcommittee. Thank you so
much for convening this hearing on the Federal Housing Adminis-
tration, which is more important than ever to provide responsible
mortgage credit for borrowers who cannot afford a large downpay-
ment or whose neighborhoods are not well-served by the conven-
tional market.

This morning I want to talk about three things: the high credit
quality of today’s FHA loans; the important role the agency is play-
ing lirﬁ supporting the housing market; and the agency’s financial

ealth.

Throughout its history, FHA has supported mainly plain vanilla,
long-term, fixed-rate mortgages with no resets and no prepayment
penalties. Even in the run-up to the crisis, FHA never insured the
toxic loans securitized by Wall Street. Those loans featured ex-
tremely low teaser rates with steep resets, prepayment penalties
that locked people in beyond the reset dates, and numerous other
confusing features, such as the pick-a-pay mortgages where people
could pay an amount that didn’t even cover principal and interest.

While many of these predatory loans had low downpayments,
those low downpayments were layered with multiple additional
risks and had little or no underwriting done. Many of these prod-
ucts are now prohibited by the Dodd-Frank Act mortgage rules.

Studies show that portfolios of properly-underwritten low down-
payment mortgages performed well, even throughout the Great Re-
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cession. And since the crisis, FHA lending has become even safer.
As Ranking Member Cleaver noted before, FHA now specifies a
minimum credit score, requires a much higher downpayment for
borrowers with credit scores below 580, and requires manual un-
derwriting for several other potentially riskier categories.

What is more, contrary to a discussion in this committee when
HUD Secretary Castro was here, FHA loans do follow the Dodd-
Frank Act’s requirement that lenders assess a borrower’s ability to
repay before making that mortgage. And, in fact, Dodd-Frank re-
quired FHA to issue its own parallel safe harbor standard, what
some people call the QM standard, the same as the Consumer Fi-
nancial Protection Bureau (CFPB) had created for the private mar-
ket. Loans made under these policies will have an extremely high
chance of success. And, in fact, the independent actuary projects
that the books of business from recent years will be among FHA’s
most profitable in its history.

FHA also plays a very important role in supporting the market
throughout the business cycle. If FHA had not been around to pro-
vide liquidity when private capital withdrew from the market in
2008, home values might have declined twice as far as they did, po-
tentially causing a double-dip recession and far higher unemploy-
ment rates.

Now, that countercyclical role that FHA played was not without
cost. And it took a serious toll on the insurance fund. But a com-
bination of strong management, policies that reduce risk, and a
number of premium increases have put the agency back in the
black now in a relatively short timeframe. Those who claim that
HUD may be violating the law by reducing its annual premium at
a time when the ratio has not yet returned to 2 percent are taking
that ratio out of context of the entire statute.

The statute says that when the insurance fund is undercapital-
ized, the HUD Secretary may propose any adjustments to the in-
surance premium, but must consider FHA’s capital requirements
alongside other operational goals, including meeting the needs of
homebuyers with low downpayments and first-time homebuyers by
providing access to mortgage credit.

FHA had gotten into a situation where the amount that it had
raised its premiums by was causing borrowers to pay about
$17,000 in premiums for less than $5,000 in risk. Clearly, things
had gotten out of whack. And the .5 percent reduction in just the
annual premium, without even touching the up-front premium or
changing the new requirement that premiums be paid for the life
of the loan, was a modest and sustainable way to readjust that
overcharging without materially changing the date by which FHA
expects to get back to its capital ratio.

I want to close by mentioning a couple of important areas where
I think FHA can reduce risk further to the taxpayers, while en-
hancing access to mortgage credit for qualified households and
strengthening neighborhoods.

One is encouraging and funding broader availability of housing
counseling. FHA had developed a pilot program to do this, called
the Homeowners Armed With Knowledge (HAWK) program, which
would have connected new homebuyers with high quality housing
counseling. But unfortunately, Congress used the Fiscal Year 2015
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spending bill to prohibit FHA from implementing HAWK. I urge
Congress to reconsider this decision.

My organization has also recommended a series of changes that
HUD can make to its distressed assets sales program to keep more
homeowners in their homes and better support neighborhood res-
toration.

Finally, when it comes to competition with the private sector, 1
think it is very important that we look across both FHA and the
GSEs. The GSEs right now are engaged in some very steep risk-
based pricing that is new to them. They just started this after the
crisis. If they were to readjust that pricing back to pre-crisis levels,
I think private mortgage insurers would be in a much better com-
petitive position. And I think when we talk about pricing generally,
it is important to look across both FHA and the GSEs.

With that, I look forward to your questions. Thank you again.

[The prepared statement of Ms. Gordon can be found on page 44
of the appendix.]

Chairman LUETKEMEYER. Thank you, Ms. Gordon.

Dr. Rossi, you have 5 minutes.

STATEMENT OF CLIFFORD V. ROSSI, PROFESSOR-OF-THE-
PRACTICE AND EXECUTIVE-IN-RESIDENCE, ROBERT H.
SMITH SCHOOL OF BUSINESS, UNIVERSITY OF MARYLAND;
AND CHIEF ECONOMIST, RADIAN GROUP, INC.

Mr. Rossi. Thank you. Chairman Luetkemeyer, Ranking Member
Cleaver, and members of the subcommittee, thank you very much
for inviting me to testify today.

My testimony is actually going to focus on three areas: concerns
with the actuarial report; the impact of the FHA’s decision to lower
moi‘iigage insurance premiums; and recommendations on reforming
FHA.

As you have heard, the MMIF is in an extremely weak position.
The 2014 actuarial report estimates that the fund will actually
reach the 2 percent capital reserve ratio threshold by 2016. How-
ever, the report relies on an extraordinarily complex model to reach
that conclusion, and it did not factor in the recent 50 basis points
reduction in the annual premium for new loans and eligible refi-
nanced loans.

Unfortunately, flaws in the model raise serious questions about
that conclusion. Let me just highlight three of these. First, it does
not appear that the FHA tested its models for accuracy using data
that was used to develop the model itself, such as different samples
of loans. As a result, the model appears to have far less predictive
ability than we would hope.

One example is that the diagnostic statistic used to forecast na-
tional home price changes, which happen to be a major factor ex-
plaining mortgage default, are not viewed as typically having a
particularly strong prediction.

Second, a key piece of information used to develop FHA’s credit
risk profile of future risks and business was provided by HUD,
rather than the actuary or another independent source. So in my
opinion, this actually calls into question the validity of the esti-
mate.



10

And then third, the approach taken for generating an estimate
of the economic value of the fund requires estimating borrower de-
faults as a function of home prices, interest rates, and unemploy-
ment rates. The process of simulating various possible macro-
economic outcomes is called a Monte Carlo simulation. This is a
valid approach. But the number of possible outcomes used in the
report is woefully insufficient. The FHA actually used only 100
simulated paths. Compare that to a recent study of the fund by the
CBO, which simulated 1,000 economic paths.

Beyond the flaws in the report, the FHA’s recent decision to re-
duce its premiums will exacerbate the funds’s financial condition
and extend the time to build the 2 percent capital reserve.

The FHA premium reduction also disadvantages private capital
that is currently in the market. Let me illustrate. With the FHA
premium reduction, borrowers with a 5 percent downpayment and
a FICO score of 680 or above are at risk of going to FHA when pre-
viously, private mortgage insurance was a great option for them.
In my estimate, approximately 8 percent of private mortgage insur-
ance is at risk of being taken by FHA if pricing or execution are
the only factors in the decision.

So you might ask why private mortgage insurers don’t simply re-
duce their premiums to match FHA. But this question ignores a
fundamental difference between the two: FHA does not have to
cover its cost of capital, because it has none.

So finally, Mr. Chairman, I would like to actually quickly high-
light a few specific FHA reform recommendations.

First and foremost, FHA needs to get back to its historical focus
of providing access to mortgage credit for low- and moderate-in-
come borrowers. Under normal conditions, FHA should stick to its
historical share of about 10 to 15 percent of the downpayment mar-
ket—low downpayment market. To accomplish this, FHA should
adopt an area median income target to determine program eligi-
bility and should phase out the use of area-based loan limits.

Second, FHA should be permitted to engage in risk-sharing ar-
rangements. Private mortgage insurance provides first-loss cov-
erage between 25 and 35 percent, protecting the GSEs, and thus
the taxpayers. But FHA still holds 100 percent of the credit risk.

The benefits of risk-sharing are widespread from a taxpayer pro-
tection standpoint, as well as introducing some degree of private
sector discipline and price discovery into the process. FHA should
immediately begin testing a wide variety of credit risk transfer
structures with MI companies and other qualified counterparties.

Third, we have to endeavor to view FHA policies and GSE poli-
cies in tandem if we are at all serious about adopting a consistent
national homeownership policy. Right now, FHA and GSEs use dif-
ferent numbers in calculating key metrics in their respective risk
models, which allows them to draw different conclusions about how
to price future risk and the fees associated with that insurance.
Those calculations should be the same in order to avoid incon-
gruous pricing policies between the agencies and the FHA.

So in conclusion, let me just state this and emphasize this: With-
out question, FHA has been and is an essential part of the housing
finance system. While maligned for the current financial challenges
of the fund, it is important to keep in mind that FHA has served
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this country well for nearly 80 years. But it has strayed from it his-
toric mission. And the result has been to deplete the fund and to
undercut the role of private capital in the market.

Thank you for the opportunity again. And I look forward to any
questions that you may have for me.

[The prepared statement of Dr. Rossi can be found on page 79
of the appendix.]

Chairman LUETKEMEYER. Thank you, Dr. Rossi.

We have a situation this morning with this new room. And I
apologize to all the folks who are here in the cramped quarters.
But we also have a problem with our Members on the dais here
from the standpoint of our clocks. My clock doesn’t work. The clock
in front of Mr. Stivers, which I can see since I do have my bifocals
on, is apparently working. And apparently, you all don’t have any
clocks at all. Is that correct? Okay.

What I am going to do is, I will watch the time. And we will try
and be as judicious as possible. But when we get to the 30-second
mark where you are without time—in other words, when you get
down to about 4 minutes and 30 seconds of your time, I will tap
this gavel to let you know you have 30 seconds left so that you can
have some time to sort of wrap up your questions or know where
you need to be going with it. But we will try to work with you on
the time here. This is very inconvenient. But if everybody sort of
works together, I think we can get through this.

Let me recognize myself for 5 minutes and begin the questions
with Dr. Holtz-Eakin here.

I appreciate your testimony today. And I am kind of curious. I
was reading through your testimony. And in the testimony—well,
let me ask this question first. Two weeks ago, Secretary Castro was
in front of us. And he truly believes that the projected mortgage
premium is not going to hurt FHA and that they will still be able
to come up with enough money, and can grow themselves out of
this mess. Can you give us your educated opinion on this, please?

Mr. HoLTz-EAKIN. I would make two points. The first is that his-
torically that has just not been true. If you look at the projections—
the chart in my testimony is pretty clear on this—again and again,
there is a forecast of reaching capital adequacy. And again and
again, FHA falls short. So I just think that if you are a prudent
curator of the taxpayers’ money, you can’t really count on that fore-
cast, and you shouldn’t.

The second point is that what the Secretary is essentially saying
is that we can cut our prices and raise our revenue. And it is simi-
lar to assertions that were often disdained by the Administration,
that you can cut taxes and raise revenue. It is exactly the same ar-
gument in a different setting. And I don’t think it has any more
credence coming from the Secretary than from anyone else.

Chairman LUETKEMEYER. In your testimony, there is a chart
there that shows that over the last—well, since January of 2010
there have been eight increases and one decrease. So I assume that
whenever they increased premiums, the revenue went up.

Mr. HoLTZ-EAKIN. Yes.

Chairman LUETKEMEYER. How did this affect the volume of loans
that were being mad? Did it go up or down?



12

Mr. HoLTZ-EAKIN. It is hard to isolate just the premium impact,
quite frankly, because we have been through this extraordinary
housing cycle. And so the share of FHA market went up in large
part because of the cycle. I think you have to pull that out. And
in general, it is going to—if you raise the premium, you are going
1{)0 sl?ift things into the private sector and let the private market

ack it.

Chairman LUETKEMEYER. Okay. So whenever they decreased pre-
miums, what happened?

Mr. HoLTz-EAKIN. It is going to cut into the FHA and put the
taxpayer behind it.

Chairman LUETKEMEYER. So basically, the one time they did de-
crease it, did it increase volume?

Mr. HoLTZ-EAKIN. Yes.

Chairman LUETKEMEYER. The volume of loans went up?

Mr. HoLTZ-EAKIN. Yes.

Chairman LUETKEMEYER. But how much—

Mr. HoLTZ-EAKIN. —but how much it raised revenue—I could get
back to an exact number.

Chairman LUETKEMEYER. Okay. I was just kind of curious. Be-
cause I was doing some numbers here, just to try to come up with
some—Ilet’s say they start out with $100. And they cut their pre-
miums roughly 40 percent. I believe that is correct.

Mr. HoLTZ-EAKIN. Sure.

Chairman LUETKEMEYER. So that makes 60 percent of the rev-
enue that they had been taking in, which means in order to get
back that hundred dollars, they would need a two-thirds increase
in the volume of loans. Is that—is my—

Mr. HoLTZ-EAKIN. That is right.

Chairman LUETKEMEYER. —math correct here? Okay.

They have roughly a trillion dollars worth of loan portfolio right
now, so they would have to have then roughly a $1.67 trillion or
almost $1.7 trillion portfolio to still make the same amount of
money—

Mr. HoLTZ-EAKIN. Right.

Chairman LUETKEMEYER. —to be able to get back to where they
were and get back to the projections of meeting their capital by
2016. Is that—am I—

Mr. HoLTZ-EAKIN. You are doing that right.

Chairman LUETKEMEYER. Okay. So the problem is—as I think,
Dr. Rossi in your chart, and also Dr. Holtz-Eakin indicated here on
the previous page, everything under 680 is where FHA is going to
be competent and be competitive. And therefore, it would seem to
me they are going to take all of the risky loans. And the private
market then would be able to be more competitive on the upper
loans. So you are taking two-thirds more—you are increasing your
loan portfolio by two-thirds and increasing the riskiness signifi-
cantly. Am I missing something here?

Mr. HovLTZz-EAKIN. That is one of the concerns that I tried to
highlight at the outset.

Chairman LUETKEMEYER. So it seems to me that we are going
the wrong direction fast. And if we are taking on more risk, do you
think that our reserve is adequate there to handle the increased
risk? Or the risk we have right now, quite frankly.
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Mr. HoLTZ-EAKIN. No. In the past, I have expressed my concern
that even 2 percent isn’t an adequate capital ratio. Certainly, the
fund is well below that now, and has taken steps to diminish its
ability to get to two percent.

Chairman LUETKEMEYER. Mr. Gupta, I think that the private
market—you are looking at 4 percent capital. And I think there are
some rules coming or some suggested rules coming that are going
to raise that. What is that going to be coming to?

Mr. GupTA. It is going to be coming to 7 to 8 percent.

Chairman LUETKEMEYER. Eight percent.

Mr. GUPTA. Yes.

Chairman LUETKEMEYER. So why is the private market going to
have to go to 8 percent and the Federal Government can be at .4
of 1 percent?

Mr. GupTA. I think this is definitely one of the discrepancies in
the housing finance system right now; every sector of mortgage fi-
nance actually has higher capital right now than they did before
this cycle. Whether you are talking about banks, mortgage
servicers, mortgage insurance companies, every single sector actu-
ally has increased capital requirements in the last 6 years, except
for FHA.

Chairman LUETKEMEYER. Okay. One of the things we talked
about the other day with the Secretary was to ask him what his
past due percentage was of his portfolio. He couldn’t answer the
question. Can you tell me what your past due percentage of port-
folio is?

Mr. GupTA. For general it is 5 percent—90 days.

Chairman LUETKEMEYER. Five percent. So theirs was—the 90
days-plus, the high delinquency, was 7 percent.

Mr. GuPTA. Yes.

Chairman LUETKEMEYER. And they have .4 of a percent. And
they are asking you with 5 percent total past due to go to 8 per-
cent?

Mr. GUPTA. Yes.

Chairman LUETKEMEYER. That is a head scratcher, isn’t it?

Mr. GupTA. Yes. Absolutely.

Chairman LUETKEMEYER. Okay. With that, I will end my ques-
tioning and go to the ranking member, the gentleman from Mis-
souri, my good friend Mr. Cleaver.

Mr. CLEAVER. Thank you, Mr. Chairman.

Mr. Gupta, do you believe that the lowering of interest rates pro-
pels the awarding of bad loans?

Mr. GUPTA. Just the reduction in premium rates?

Mr. CLEAVER. Yes.

Mr. GupTA. The premium reduction by itself doesn’t propel pro-
motion of bad loans. The guidelines itself could propel bad loans.
Right now, FHA guidelines go all the way to 3 percent downpay-
ment, down to 580 FICO. Credit agencies that issue this FICO
typically will say that FICOs below 630 approximately are sub-
prime prime FICOs. So layering that type of FICO with a low
downpayment does stack risk factors against the loan and in-
creases the probability of default.

Mr. CLEAVER. Yes. I would just like to remind everyone that the
VA does zero percent, and they have the lowest foreclosure rate,
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which I think should be at least taken into consideration during
this discussion.

But one of the things that I think is troublesome, at least for me,
is that I am not sure if there is a concern about FHA having an
unfair advantage in terms of business over the private sector, or
is there just a general concern for the taxpayers? Dr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. My primary concern is the taxpayer. The gov-
ernment shouldn’t be in the business of competing with the private
sector. It sets up programs for social goals. And the assistance to
low- and moderate-income individuals to have housing is an impor-
tant social goal. It should look to achieve the goal and no more.

Mr. CLEAVER. So do you think that we have encouraged competi-
tion between FHA and the private sector? Is that what has just
happened?

Mr. HoLTZ-EAKIN. What I think has just happened is that the
FHA has exposed the taxpayers to unnecessary risks by lowering
its premium. That is my primary concern. It hasn’t, in my view,
taken the right steps to restore the capital adequacy. And it has,
in the process of lowering premiums, attracted a riskier portfolio.

Mr. CLEAVER. When the bubble burst in 2008 and the recovery
began, the only car in the garage was FHA. The private sector left.
So why would we want to do anything that would make potential
homeowners more vulnerable, to prevent them from being able to
buy a home? If the private sector left—and I don’t blame you for
the private sector leaving. I am a capitalist. You are in the busi-
ness of making money. But the problem is, who takes care of the
people who are being left behind because the credit has been tight-
ened?

Mr. RossI. Actually if I could, Mr. Gupta actually said a little
earlier that private mortgage insurance actually wound up paying
claims of, what, $55 billion or $51 billion; $44 billion from the
GSEs. So from that standpoint, they actually didn’t retreat fully
from the market, and, in fact, were there to pay claims during one
of the worst periods that we have actually ever faced.

Mr. CLEAVER. Let me ask Ms. Gordon.

Ms. GORDON. It is hard to know where to start. But there were
also quite a lot of claims PMI did not pay. And, in fact, several pri-
vate mortgage insurance companies went out of business. There
were many disputed claims. There were many claims that were
eventually paid, but not at the time they were initally due. So I
think you have to look at that to get the full picture.

But I don’t want to focus on the PMI. I think the PMI companies
are a very important part of the system. I am glad to see them
coming back to strength. And I would like to see the pricing of the
GSEs change so we could have more robust low downpayment lend-
ing going on over there, too.

But the fact is when the rest of the system failed, FHA was there
to prevent a real liquidity crisis in this market. And when you look
across the sectors at the bailout numbers, the amount of money we
spent to bail out the banks, to bail out AIG, and the amount that
we spent to bail out the GSEs, those were huge, huge figures;
whereas ultimately, FHA required an incredibly small draw very
briefly for 1 year. It is actually incredible how cheaply the taxpayer
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was able to save the housing market. It turns out FHA was a bet-
ter value than, frankly, anyone had ever really thought it would be.

Mr. CLEAVER. Thank you.

Chairman LUETKEMEYER. Thank you, Mr. Cleaver.

With that, we go to the vice chairman of the subcommittee, the
gentleman from Georgia, Mr. Westmoreland.

Mr. WESTMORELAND. Thank you. And I thank the panel for being
here.

Ms. Gordon, you wrote in an article about one way that FHA
could get rid of some of these loans, I guess, and the fact that they
could sell them in bulk?

Ms. GORDON. Yes. They are doing that.

Mr. WESTMORELAND. Okay. And in that article, you mentioned
that there are 2 million homeowners who are behind on their mort-
gages and headed to foreclosure, I think is what you said. And
there are another 10 million homeowners who are underwater on
their mortgages. How many of those are FHA-insured?

Ms. GOrRDON. I don’t have the exact number of underwater FHA
borrowers with me here. I could get that to you.

Mr. WESTMORELAND. Okay.

Ms. GORDON. But it is—I think you will find that the places
where homeowners are underwater right now are very con-
centrated geographically. There has been a geographically uneven
bounceback in home prices. So if you live in Arizona or California
or some places like that, your home values have gone way back up.
If you live in the Midwest, you might be in a different situation.

Mr. WESTMORELAND. I understand.

Now, when you sell these FHA-guaranteed mortgages en bloc, 1
guess, to investors—I think you mentioned that there were about
100,000 at the time that you wrote the article that had been sold.
How does that relieve the FHA? Does that cost the FHA money?
Do they have to discount these loans?

Ms. GORDON. It actually ends up saving the FHA a bunch of
money. Because what is happening is most of these loans are in
that shadow place between the homeowner not paying but the fore-
closure not being done, in many cases because the servicer just
doesn’t think it is worth it or hasn’t gotten around to it or what-
ever.

So what FHA is able to do is to sell these loans before they de-
value completely. Before the houses become vacant and become
part of neighborhood blight, you want to sell them and get them
into the hands of somebody who is actually going to do something
about them. So, that is a really good idea.

You also save yourself the carrying cost if that loan does go
through to foreclosure and goes into FHA’s Real Estate Owned
(REO) portfolio. That is going to cost FHA money. So this is a
short-circuiting of that. And because there is a lot of demand for
nonperforming mortgages right now, there is a market for it, the
price that FHA has been able to get on these bulk sales has been
surprisingly good.

Mr. WESTMORELAND. And so these people who buy these loans on
bulk sale, do you know how they treat the homeowners after they
have purchased a loan?
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Ms. GORDON. That is what we are trying to get more information
about. FHA released a small amount of data last summer. We are
hoping that they will release more, and more robust data. We have
noticed that in the pools that have neighborhood stabilization out-
comes required, a lot of the homeowners seem to be re-performing,
meaning they are paying their loans again; whereas on the pools
that don’t have that requirement, it looks like a lot of these things
are getting resold to other investors.

Mr. WESTMORELAND. So these private investors that are buying
these loans—let’s say the loan is $100,000, the loan balance is
$100,000. What would an investor typically pay for that loan?

Ms. GORDON. Maybe somewhere between 560,000 and $70,000.

Mr. WESTMORELAND. Between $60,000 and $70,000, okay. And
then, do they reduce the loan amount for the homeowner, the per-
son who—

Ms. GORDON. That is what we don’t know yet. That is what we
are looking for more information about. Theoretically, they now
have much more latitude to do that.

Mr. WESTMORELAND. So, you are just clearing your books. You
are just trying to save the FHA money, and not really concen-
trating on what happens to the homeowners?

Ms. GORDON. No, actually, we are very interested in seeing prin-
cipal reduction on these loans. And the FHA can’t do that, which
is one of the reasons that we would like to see these things get into
the hands of either responsible investors or, even better, nonprofits
or people partnered with mission-based nonprofits in order to make
sure these loans are restructured properly.

Mr. WESTMORELAND. Okay. Good. The loan amount is $100,000,
and you sell it for $70,000. Now, that is a $30,000 gap. Do you
have to pay that $30,000 to the person who had the original mort-
gage?

Ms. GORDON. The claims get paid in full by FHA.

Mr. WESTMORELAND. That is what I am talking about. So out of
these $100,000, if it got reduced 30 percent, that is money the FHA
had to pay out—

Ms. GORDON. It is money the FHA had to pay out. And what
they are doing it is comparing it with the amount they would have
to pay out if this didn’t happen. And believe it or not, it is actually
smaller.

Mr. WESTMORELAND. I find that amazing, but—

Ms. GORDON. Yes. Some of these homes cost a great deal of
money to just keep on and on and on, maybe have them vacant,
have them sit in REO portfolios. That is a big waste of taxpayer
money. I think it is really important to get these homes back to
productive use. And it is really a good opportunity to leverage the
private sector in this goal.

Mr. WESTMORELAND. Just one comment: You talk about saving
the taxpayer money. The taxpayers are actually paying the dif-
ference in that loan balance.

Ms. GORDON. The difference is actually negative because of what
they are saving on the back end.

Mr. WESTMORELAND. Okay. Thank you. I yield back.

Chairman LUETKEMEYER. Thank you.
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Next is the gentlelady from New York, Ms. Velazquez, for 5 min-
utes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Ms. Gordon, while FHA’s move to reduce insurance premiums
will help first-time and minority homebuyers, there has been little
discussion about FHA’s multifamily business, which helps support
the development and preservation of affordable rental housing. And
in places like New York and Boston, we are facing a shortage of
affordable rental housing.

How has FHA’s multifamily portfolio performed in recent years,
and can FHA do more to support affordable rental housing?

Ms. GORDON. So first, thank you for mentioning rental housing.
We are having a genuine rental housing crisis in this country right
now, where for the first time since we have been tracking it, more
than half of all renters pay more than 30 percent of their gross in-
come for rent. Anybody who has tried to rent in D.C. knows about
this. So it is very important that FHA and the other HUD pro-
grams that support affordable housing production and especially
preservation of aging stock continue in place.

The portfolios—the multifamily portfolios across-the-board have
been doing well. And I will tell you that I am not an expert on mul-
tifamily. I didn’t come here today with an agenda for what FHA
should do. But it is extremely important to continue to fund the
production and preservation of rental housing, or this crisis is
going to become even worse.

Ms. VELAZQUEZ. Thank you.

Mr. Rossi, you have said that FHA’s dual missions to provide ac-
cess to affordable credit and to protect the MMI fund are often at
odds with each other. However, many argue that the recent pre-
mium rust will, in fact, address both missions.

Isn’t the right pricing of FHA’s insurance an integral piece of en-
suring that FHA’s market share is large enough to provide for the
recapitalization of the MMI fund?

Mr. RossI. Actually—and this is to my testimony—I am not sure
that the actuary report, even we know whether or not we have ac-
tuarially fair pricing today, even before the 50 basis point reduc-
tion. That is part of what I am discussing here.

And so from that standpoint, we have to step back and focus
more, I think, on the pricing as we see it today and make sure that
is all right before we actually move further into deciding whether
to expand or whatnot in terms of market share.

Ms. VELAZQUEZ. What is your take on that, Ms. Gordon?

Ms. GORDON. I don’t think that FHA is taking this action based
on just a market share projection. It is really that at this point,
they had hiked the premiums up so much that they had really sort
of overshot with the credit quality remaining really, really high.

I do think it is important to remember about this whole actuarial
report—and I am neither an actuary nor an accountant. But this
actuarial report and the number that they come up with for that
capital ratio, this is a very conservative approach. This assumes
that if FHA were to shut its doors today, does it have enough
money to pay every claim for the next 30 years? I know that if we
applied that test to my family balance sheet, I would be in big trou-
ble. So, it is an extremely conservative approach.
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And so, again, while I can’t get into the details of exactly how
the actuary does their work, I think it is important to remember
that right now these books of business are so clean that they are
throwing off these record profits and will certainly be continuing to
shore up the fund.

Ms. VELAZQUEZ. Thank you.

Mr. Gupta, you described in your testimony how FHA and pri-
vate mortgage insurers can and should serve as complementary
forces with FHA focusing on underserved markets that the private
sector may not be suited to reach.

Mr. GUPTA. Yes.

Ms. VELAZQUEZ. While the U.S. Mortgage Insurers trade group,
which you Chair, has expressed concern with a recent FHA pre-
mium reduction, saying that private insurance has the capacity to
expand access to mortgage credit, how can this position be rec-
onciled with your testimony that many FHA borrowers are not
good candidates for this type of product?

Mr. GuPTA. That is exactly the point in my testimony, Congress-
woman. If we think about FHA and private mortgage insurance
serving complementary roles, that is exactly what I mean. Private
mortgage insurance, as I stated in my testimony, still offers 3 per-
cent downpayment loans all the way down to 620 FICO. Once we
start going below 620 FICO, from an underwriting guidelines per-
spective, it is difficult for a private company to actually price loans
and put borrowers in homes who are going to be in those homes
long term.

Second, from a pricing perspective in competing with FHA, once
we go below 620 FICO it is not possible for private MI companies
to compete with FHA in that space, given the FHA pricing. So we
believe that we have the right complementary roles when it comes
to low-credit borrowers. Of our challenges, when FHA reduces
price—and we are talking about 680 FICO and 760 FICO, the chart
we included in Appendix C of my testimony—you can see that after
this price reduction, FHA becomes very competitive—

Ms. VELAZQUEZ. So you are telling me that at that score, lower
than 620, they should pay more?

Mr. GUPTA. Based on—for a private MI company, absolutely. We
price a risk based on risk-based pricing, because we have to gen-
erate a return for our investors.

Ms. VELAZQUEZ. Ms. Gordon?

Ms. GORDON. And the FHA does not risk-base price, which is one
of the key differences between what FHA does and what the GSEs
do right now. And they do it because they have difficult policy ob-
jective.

Ms. VELAZQUEZ. Thank you, Mr. Chairman. I yield back.

Chairman LUETKEMEYER. Thank you.

With that, we will go to the gentleman from New Mexico, Mr.
Pearce.

Mr. PEARCE. Thank you, Mr. Chairman. And I thank each one
of you for being here today.

Mr. Rossi had made comments about the model that was used to
get the predictions. And those seem fairly compelling to me.

Mr. Holtz-Eakin, are you familiar with that model? Do you have
the same concerns?
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Mr. HoLTZ-EAKIN. I am not intimately familiar—

Mr. PEARCE. It is not your thing.

Ms. Gordon, did you have an opinion on his comments on the
model that was used and the complexity and the unpredictability
and kind of the weakness of it?

Ms. GORDON. Like I said, I am not an expert on the modeling.
But I do know that because the number they are calculating is so
conservative, there is some room for differences.

Mr. PEARCE. Okay. At the end of the day, if I am trying to sort
through who would be accurate and who is not accurate, I gen-
erally think if it were a stock on the stock market, would it sell?
If you were given the parameter that there would be no more gov-
ernment bailouts—in other words, Ms. Gordon makes her case very
strongly that it is okay, it is operating fine. But I wonder if it were
on the stock market, and you were able to buy into that, would you
buy into it, Mr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. I would not.

Mr. PEARCE. Mr. Gupta?

Mr. GUPTA. No. And in fact, let me—

Mr. PEARCE. Ms. Gordon, would you put in 30 percent of your
personal wealth?

Ms. GORDON. If it had been on the stock market, the housing
market really would have collapsed after the financial crisis. I don’t
think you can—

Mr. PEARCE. No, no. I am just talking about FHA—

Ms. GORDON. I don’t think you can compare a public agency—

Mr. PEARCE. We are talking about a model that—and is it true
or is it not true that it is in bankruptcy, or that it is very stressed?
You make the compelling point that it is not. And I am just asking,
would you invest in it?

Ms. GORDON. I think it is yes. I think it is very strongly—

Mr. PEARCE. Okay. You would invest in it then.

Mr. Rossi?

Mr. Rossi. 1 believe that we have an extraordinary amount of
model risk in the actuarial model. And that is—

Mr. PEARCE. So you wouldn’t probably invest in it?

Mr. RossI. No.

Mr. PEARCE. One of the comments that was made, I think by Ms.
Gordon, was that the FHA was there to prevent a real liquidity cri-
sis.

Mr. Holtz-Eakin, would you comment on that perspective again?
It sounded credible, but I would like a little bit more historical
knowledge than I have.

Mr. HoLTZ-EAKIN. Certainly. A well-capitalized FHA is—

Mr. PEARCE. No. The comment was that in the 2008 crash, that
they were there to provide liquidity when nobody else was there.

Mr. HovLTZ-EAKIN. Yes. I think they did play an important role—

Mr. PEARCE. Okay.

Mr. HOLTZ-EAKIN. —in the crisis. There is no doubt about it.

Mr. PEARCE. Okay. Would we have gotten into the problem if the
GSEs—in 2008, would we have gotten into that problem if the
GSEs had not moderated, had not changed their underwriting
standards? I will just go down the line again.
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Mr. HovLtz-EAKIN. Congressman, I think there was a deteriora-
tion in underwriting standards at the GSEs. The FHA, as well.
They had zero percent down policies. Those were all—

Mr. PEARCE. Sure. In other words—

Mr. HoLTZ-EAKIN. —bad decisions.

Mr. PEARCE. Ms. Gordon pointed out all the things, the kinds of
loans that caused the problems. But if GSEs had not been buying
those loans, they would have dried up at the source. Isn’t that more
or less correct?

Mr. HoLTZ-EAKIN. The GSEs contributed to the housing crisis.

Mr. PEARCE. Mr. Gupta?

Mr. GUPTA. Let me actually add two points to that. I agree with
that. I frankly think the GSEs pulled back too far in 2008 and
2009. And when we talk about private capital backing away from
the market, in 2008 the private mortgage industry insured $200
billion of mortgages in the United States, in 2009 the private mort-
gage industry insured $76 billion of mortgages, and in 2010 the pri-
vate mortgage industry $55 billion of mortgages. So I think the
statement that private capital completely backed away might apply
to private label securities. But we were still there to serve the mar-
ket.

Mr. PEARCE. Back to the original question: Ms. Gordon, if the
GSEs had not been buying those loans that you were critical of—
and you have the right to be critical of them—would the problem
have persisted, and would it have grown the way it did?

Ms. GORDON. I think the fact that the GSEs were buying those
loans, the securities, definitely contributed to the problem. Al-
though there was lots and lots of cash around the globe contrib-
uting to that problem.

I also think in the last couple of years right before the crisis, the
GSEs contributed to the problem by buying those loans in what
some people call the front door. They were buying some alt-A and
subprime loans they shouldn’t have been buying. And they were
chasing market share. They were responding to the demands of pri-
vate shareholders.

And I think the GSEs had some very misaligned incentives
there, where they had responsibilities to private shareholders but
also had this sort of implicit but everybody knew—

Mr. PEARCE. Yes. The top officers were paying themselves very
well too; right?

Ms. GORDON. —right. And now we are hearing a lot of calls—

Mr. PEARCE. —based on the cooking of books.

Mr. Rossi, I need to get you in before the light turns red here.

Mr. RosslI. Sure. Actually, I would say that this goes back to the
point that I made earlier, which is that we have a considerable
amount of overlap between FHA and the GSE market these days
for which we are talking about today. And so there certainly was
a deterioration in what we call the credit box by the GSEs, as well
as most market participants out there at the time.

Mr. PEARCE. Okay. Thank you, Mr. Chairman. I yield back.

Chairman LUETKEMEYER. Thank you, Mr. Pearce.

And with that, we have the gentleman from Massachusetts, Mr.
Capuano, for 5 minutes.
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Mr. CapuaNO. Thank you, Mr. Chairman. And I thank the wit-
nesses for being here.

I want to be clear that I am not an actuary, either. None of my
colleagues here are actuaries. But we all play one on TV. So we
pretend to know all these things, but we don’t. And I just want to
tell you that Mr. Kildee just asked a serious question that I
thought—but I am not going to ask the question. He might when
it is his turn. Would any of you invest in the Department of Home-
land Security today? I would think if you do, good luck to you, be-
cause I wouldn’t. But I want to get to my issues.

Honestly, this is the 85th hearing—I think that is an official
count—that we have had on the FHA in the last year. It is always
the same. The concerns are legitimate. The differences are statis-
tical in they are not objective; they are subjective. What should so-
ciety be doing? How much should we be risking? Good questions.
Serious questions.

At the same time, since we started these hearings, the MMI fund
has stabilized. Not a single penny of taxpayer dollars has been
used. The only reason it was accessed is because a law said it must
be accessed. On top of that, private capital has come back into the
market. And the FHA’s share has been reduced—the numbers I
have are from $1.8 million in 2009 to $786,000 last year. We are
heading in the right direction by anybody’s measure. We are not
arguing basics here. We are arguing—again, not arguing. We are
discussing details and where the margins are, all good, all impor-
tant.

But to be perfectly honest, it is not worth an 85th, 86th, 87th,
and 88th hearing, unless there is a change in that direction. We
are heading in the right direction by everyone’s estimate. Is that
wrong? Does anybody disagree that we are heading in the right di-
rection? I think the answer is, you agree.

Mr. GuptA. Congressman, just one comment in terms of Mr.
Holtz-Eakin’s testimony. One thing that changes with this price in-
crease is that trajectory and market share has a potential to
change.

Mr. CAPUANO. Everything has a potential to change. I could lose
an election. You could lose your job. Anything can change. But at
the moment, based on recent history, things are heading in the
right direction. So I think—not that these direction discussions
aren’t important—we should have hearings on other things.

So all that being said, I want to talk about a couple of things
that are still—Mr. Rossi, really, I want to start with you. For a
couple of years now, I have been arguing—and it turns out appar-
ently you have also been arguing—that the receivership of Fannie
and Freddie has now overstayed its need and necessity and should
be ended and we should stop this ridiculous sweep of profits. Now
you might want to—then we can argue about Fannie and Freddie
fees and what to do with the money. Different issue.

Right now, it is being used as a piggy bank by the Federal Gov-
ernment for no particular purpose. It doesn’t help the housing mar-
ket. It doesn’t help anybody in private industry that I know of.

Mr. Rossi, did I read your stuff right, that you think the receiver-
ship should be ended because it is no longer necessary?
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Mr. RossI. Yes. And the context for that, Congressman, was the
following. It was as much out of exasperation when—I have been
following this too; it almost feels like Groundhog Day at times—
where we have had proposals to reform the GSEs at various times.
And for whatever reasons, it hasn’t come to fruition.

So my point of writing that piece or pieces was just to acknowl-
edge that maybe we could take a more pragmatic approach, look
at HERA and decide whether an administrative solution was the
answer.

Mr. CApUANO. And HERA, for all intents and purposes for those
who don’t know, are those reverse mortgages that every movie star
in the world apparently wants to sell me on TV; is that right?

Mr. Rossi. HERA is the legislation that, among other things, cre-
ated the Federal Housing Finance Agency, as well as established,
if you will, the way in which the GSEs—

Mr. CAPUANO. Dr. Rossi, I would love to talk to you more about
this. Because this is—honestly, I feel like I am a voice crying in
the wilderness here. Here I am, Mr. Pro-market, apparently. I
guess I am not as liberal as some people think.

Ms. Gordon, I want to talk to you about something else, some-
thing I talked to the Secretary about a little while ago. These batch
sales, these bulk sales of foreclosed homes. I, for one, think that we
are not getting the top dollar we should be getting. I think you
would get much more money if you broke them up and sold them
in very small batches or even individually, which might be—the
overhead might be a little too much individually. But certainly in
small batches.

And on top of that, I think you get a better bang for your buck
relative to community needs. Each community is different. And if
you sold them in small batches, you would give an opportunity for
people who actually know the local market to bid on them and to
fix them up and put—have a much higher incentive to fix them up
and help the neighborhood. Do you think that is wrong? Do you
think we should continue these massive bulk sales to investors, as
opposed to more community-based sales?

Ms. GORDON. We agree it would be much better if these could be
sold to nonprofit organizations or—in many cases, you see private
investors partner with nonprofits, which sometimes can be the best
of both worlds. Small pools and geographically-concentrated pools
really help that. You can’t do all of it that way.

Mr. CAPUANO. Right.

Ms. GORDON. Because, of course, some of the stock is just—it is
not going to work out that way. We have a whole country to cover.
But that would be a good idea. It would also be a very good idea
to require all investors, whether they are or nonprofits or private
investors, to make sure that they give the homeowner a chance to
re-perform, or avoid foreclosure before taking them through fore-
closure. And that requirement isn’t in place for all of those loans
right now.

Mr. CAPUANO. I appreciate that. I will see you all at the 86th
hearing.

Chairman LUETKEMEYER. Thank you, Mr. Capuano, for those in-
sightful remarks.

With that, we go to the gentleman from Virginia, Mr. Hurt.
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Mr. HurT. Thank you, Mr. Chairman. Thank you for holding this
hearing. And I appreciates our witnesses being here today.

I guess one of the things that I think is most important for Con-
gress to tackle, considering we are 7 years after the crisis, is hous-
ing finance reform. We have to deal with that. And it is remarkable
that 7 years after the fact, we still haven’t dealt with it. With that
said, the Administration released a report in January of 2011. And
I would like to ask you, Ms. Gordon, and then maybe have Dr.
Holtaz-Eakin follow up.

But there was a report in 2011 entitled, “Reforming America’s
Housing Finance Market: A Report to Congress.” I don’t know if
you are familiar with that. But in that report, the Administration
reports several things: “FHA has also implemented important
changes and reforms over the last 2 years, including strengthening
underwriting standards, improving processes and operations, and
raising premiums to improve its financial condition.”

It went on the say that as Fannie Mae and Freddie Mac’s pres-
ence in the market shrinks, the Administration will coordinate pro-
gram changes at FHA to ensure that the private market, not FHA,
picks up that new market share. Finally, as we begin to pursue in-
creased pricing for guarantees at Fannie Mae and Freddie Mac, we
will also increase the price of FHA mortgage insurance.

Now, I guess my question is, in 2011, 3 years afterwards, was
it a mistake for the Administration to take those actions and have
those objectives? And if it was a mistake, I would like to hear your
thoughts on that. If it was not a mistake, then why are we doing—
why is the Administration’s position changing?

Ms. GORDON. First of all, I don’t think the Administration’s posi-
tion has changed at all. FHA increased its premiums very signifi-
cantly, and they still remain very elevated. That was a very small
adjustment the other day to only one out of the various components
of the premium structure. So I respect the conversations, but it was
a little bit of a nonissue in some ways.

What is important is that we still have not had this conversation
about housing finance reform in the past—we have started to have
it. Congress has started to have it. But it keeps petering out be-
cause it is one thing to say that private capital should come in, but
if you talk to people in that sector, they don’t have any certainty
yet about what this system is going to look like. They have no idea
about what the future of the government guarantee is. And they
are just going to do other things with their money until we actually
figure out a national housing policy here.

Mr. HURT. So you don’t think that the Administration has
changed its policy or is getting away from these three points that
it made 3 years after the crisis?

Ms. GORDON. No, I don’t think it is. The group that FHA is going
after right now is the group that private capital doesn’t want. Mr.
Gupta has explained that he doesn’t want borrowers under a 620
credit score. The purely private sector only wants the very most
pristine ones.

Mr. HUrT. Okay. My time is limited. Let Dr. Holtz-Eakin re-
spond. And then if Mr. Gupta would also like to also respond.

Mr. HoLTZ-EAKIN. The reduction in premium is not exclusively
for those under 620. It is a reduction in premium for everyone. So
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it is not like this is a targeted policy on an under—an unserved
group. And it is, however modest or large you want to characterize
it, a change in their position from a couple of years ago.

I think the important thing here is that everyone focuses on the
countercyclical role of the FHA, which is real; but that is an auto-
matic thing. And this isn’t countercyclical. This is a discretionary
procyclical cut in the premiums. And that is an unwise thing to do.

Mr. HURT. Mr. Gupta?

Mr. GupTA. I will illustrate three things. First thing, a 40 per-
cent reduction in premium is not an immaterial reduction. And in
private industry, if we reduced our premium by 40 percent, we
would not be generating a return for our investors.

Second thing, private capital is ready and is there today to ex-
pand its market share. Every MI company has been raising capital
through equity, through debt. Our parent company raised $400 mil-
lion in December of 2013 and downstreamed all that money into
our mortgage insurance unit. So in terms of being there and being
ready to insure more borrowers, private capital is there.

Third thing, when we are talking about borrowers below 620,
that is where private market insurance does not have guidelines
currently. To Dr. Holtz-Eakin’s point: above 620, down to 3 percent
downpayment, 50 percent debt-to-income ratio. These guidelines
are available in the marketplace and have been available in the
marketplace over the last 3 years.

Mr. HURT. Thank you. Mr. Rossi, do you—it looks like I have—

Mr. Rossi. Yes. One other thing I would say is with the advent
of the GSEs now, with their new credit policy around allowing 97
percent LTV loans, they are pushing into that market even before
what they had.

The other thing that I would say too is that I believe the latest
annual report for FHA actually cites the fact that they still are
looking to have market share—or private capital, rather, reenter
into the market. So, just to kind of state that.

Mr. HURT. Thank you. I yield back my time.

Chairman LUETKEMEYER. I thank the gentleman from Virginia.
GrWith that, we have the distinguished gentleman from Texas, Mr.

reen.

Mr. GREEN. Thank you, Mr. Chairman. And I thank the ranking
member and the witnesses, as well.

Let’s move to Dr. Holtz-Eakin. Sir, I believe I heard you indicate,
comparing FHA to another circumstance, that you can’t cut taxes
and raise revenue. I think that is what I heard you say. Is that
what you said, that you can’t cut taxes—

Mr. HoLTZ-EAKIN. I pointed out that this is exactly the same ar-
gument people make, and most people don’t believe it.

Mr. GREEN. So it is your position that if you cut taxes, you are
probably not going to raise revenue?

Mr. HovLtz-EAKIN. Yes. I am on record and that is—I did studies
on that at the Congressional Budget Office in 2003.

Mr. GREEN. All right. Would it surprise you to know that a good
many of your friends on the other side would differ with you on
that basic premise of cutting taxes and raising revenue?

Mr. HoLTZz-EAKIN. The next time everyone agrees with me will
be the first.
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Mr. GREEN. I believe you. But the first won’t happen today.

Mr. HOLTZ-EAKIN. I am not waiting.

Mr. GREEN. I will allow my colleagues on the other side to enter-
tain further debates.

Let’s move on to Ms. Gordon. Ms. Gordon, you mentioned the
HAWK program. And you wanted to give some examples of things
that we could do to strengthen FHA, and you mentioned HAWK.
You also in your testimony give an indication that there was a part
of this that was not properly implemented. Would you care to
elaborate on HAWK and that portion that wasn’t implemented and
how that can be of benefit to FHA?

Ms. GorDON. HAWK stands with Homeowners Armed With
Knowledge. I had nothing to do with naming it. And this was a
program that would have helped support getting more housing
counseling, possibly both pre-purchase and post-purchase. The
studies that have been done out there—and we now have some
very good studies—demonstrate both for pre-purchase counseling
and post-purchase counseling after a homeowner is in trouble, the
counseling can significantly increase the chance of success of the
homeowner.

It remains a mystery to me why the entire mortgage industry is
not focused like a laser on trying to get housing counseling to every
person who is going to buy a house. This is an incredibly complex
transaction involving more money than most consumers will ever
spend on anything else in their lifetime, and we expect them to just
go out into the marketplace to do this themselves. That just doesn’t
make any sense when for really just a very small amount of money,
we could significantly increase the success rates of mortgages and
do a better job of working with servicers when mortgages get into
trouble for some reason, due to a life event.

So it is very unclear to me why—and this program never got im-
plemented. But Congress, in the spending bill just basically elimi-
nated it, essentially. I don’t think there was much debate or discus-
sion over this. And so I think it is really important to go back to
the drawing board and try to figure out how we can make sure that
high-quality housing counseling is available for every purchaser
who wishes to use it.

Mr. GREEN. Mr. Rossi, would you concur?

Mr. RossiI. I would. I would actually go further and say that Ra-
dian, in fact, has a partnership in place with a diverse segment to
train, teach, and coach folks to be able to get into mortgages.

Mr. GREEN. Mr. Gupta?

Mr. GuPTA. I would concur that housing counseling should be
there. But whether housing counseling actually makes borrowers
perform better or not, we have not seen that in our experience. But
we also conduct housing counseling for free for borrowers.

Mr. GREEN. Dr. Holtz-Eakin?

Mr. HoLT1Z-EAKIN. I have not studied the issue.

Mr. GREEN. Okay. Would you care to the respond to the indica-
tion that the empirical evidence is not there, Ms. Gordon?

Ms. GORDON. For a long time, there hadn’t been a lot of studies
of pre-purchase counseling. Because a lot of the studies that hap-
pened, happened post-crisis, when most of the activity was in the
loan modification space. But there has been a study—it is cited in
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my testimony—that does indicate pre-purchase counseling does im-
prove outcomes. And I think the best kind of counseling at all is
not just pre-purchase counseling, but is counseling that continues
to be available after the person is already in the home.

Mr. GREEN. I want to thank all of you for your testimony. And
my assumption is—and if I am incorrect, kindly extend a hand into
the air—that you would all like to see FHA remain a part of the
housing finance system, that no one on this panel believes that we
should not have an FHA. Is that a fair statement?

Perhaps I should revise my statement. If you concur with me—
we will do that this as we do it in court—raise your hand, please,
if you concur. Thank you very much.

I yield back, Mr. Chairman.

Chairman LUETKEMEYER. Thank you, Mr. Green.

With that, we will go to the gentleman from Florida, Mr. Ross.

Mr. Ross. Thank you, Mr. Chairman.

Every time the government gets in the business of business, it
draws some concerns. Because if the markets could not sustain the
business, then what makes us think that government can sustain
it any better? And I think that is where we are today. We have
seen a housing crisis, which has been precipitated by a housing pol-
icy that encouraged people to buy houses that they could not afford.
And we, as a government, set them up for failure.

And today, I heard Mr. Gupta say, and I want to confirm this,
that since 2007, you have not only paid every claim that you have
had, but you also continue to raise capital at a fairly significant
rate?

Mr. GUPTA. Yes. Genworth has paid $6.2 billion in claims since
2007.

Mr. Ross. And so while there appears to be a supply side of the
product, the capital, and there clearly is, Ms. Gordon, I believe a
demand for this capital, as there is a desire for housing. Then what
gets in the way?

Ms. GORDON. There are a few things that get in the way right
now because the market does not work perfectly. For one—

Mr. Ross. And does the market not work perfectly because some
of the prices that are involved in the market are competitively low
and set by government?

For example, private mortgage insurance. Now, we have reduced
the premiums on private mortgage insurance, as my chairman
pointed out, in an effort to try to make it more affordable, but also
to increase the amount that is going to go into the MMIF. In order
to do that, again using the example of the chairman, if you have
a trillion dollars in liability, and you have to come up with 66 per-
cent more, and you are now up to $1.6 trillion in liability because
you have had to increase your volume, makes me feel that the only
scenario is that you have to drink yourself sober in order for this
to be successful. And I don’t think that is realistic or possible.

And to that end, I would suggest that we might want to start a
12-step process. Because I know the government has involved itself
in a business transaction, and we just can’t go cold turkey. We
have to wean ourselves. Because what I am hearing today is that
the capital is out there. The buyers are out there. But we are pro-
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hibiting them. And if we allow them, some of them, we are setting
them up for failure.

So Dr. Rossi, I would just submit to you, is there not a possibility
that we can take a hybrid method by which we can accommodate
the demand in the market and the supply from both the private
sector and the government to create a hybrid product that would
allow for private capital into the market, qualification of mortga-
gors, and wean the government’s exposure off time?

Mr. Rossi. Absolutely. And let’s not forget, a lot of what we are
talking about here is an overlap and sort of a lack of mission clar-
ity of what FHA is really supposed to do, which—

Mr. Ross. We don’t have a mission, do we?

Mr. RossI. Not that—

Mr. Ross. It has been suggested that it is for first-time home-
buyers who can’t afford a home and allows them to enter into the
market. Because a house is not a savings item. It is a consumption
item.

Mr. Rossi. Right.

Mr. Ross. And we want to make sure that they are using it for
the right purposes by giving them that opportunity. So shouldn’t
we statutorily gave a mission statement to the FHA as a first step?

Mr. RossI. I believe that would help quite a lot, to clarify exactly
where one ends and one begins. I think right now we have this fu-
sion, if you will, between both of these. And we are having this con-
versation in part because of that.

Mr. Ross. And shouldn’t we cede some of that liability that FHA
has to the private sector that is waiting on the sidelines, the same
way a reinsurance company would be there to take some of the risk
away from us in the Terrorism Risk Insurance Act (TRIA) or any
other government insurance program that we have.

Mr. Rossi. HUD’s annual report has actually said that.

Mr. Ross. Wouldn’t you agree, though, that reducing—and I am
going to ask you this, Dr. Holtz-Eakin—the premium has actuari-
ally no basis in fact?

Mr. HovL1z-EAKIN. I hope that it is clear that is what I believe.
This is a mistake.

Mr. Ross. So aren’t we then at the crossroads where we must en-
gage the private market, otherwise we are going to relive our fail-
ures of 2007 or 2008? Dr. Rossi?

Mr. RossI. I would say this—I would think that the private sec-
tor does a much better job of pricing that risk of an insurance fund
than the Federal Government can do. So from that standpoint
alone, as I said in the testimony, we can’t—at least in my opinion—
be sure that what we have today priced is priced correctly for the
type of risk that is in that portfolio.

Mr. Ross. Pricing that risk and also managing that risk, as well;
correct?

Mr. Rossi. Correct.

Mr. Ross. Lastly, I will—

Chairman LUETKEMEYER. —30 seconds.

Mr. Ross. Oh, okay.

Ms. Gordon, there was a report in May 2012 from the George
Washington School of Business that indicated that 30 percent of
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FHA loans are going to families making 115 percent—115, one-one-
five percent—above our average median income.

If the goal of FHA is to serve low- and moderate-income families,
what good are we doing trying to serve those who are above that?
Shouldn’t we change that, or at least identify in the mission that
that is not the market we are going after?

Ms. GORDON. I think it is important to distinguish income from
wealth. There are some people who have a higher income, but may
not have enough wealth from the bank of mom and dad or what
have you to put down a very big downpayment. They may need
FHA. They may be able to get a loan through the Enterprises.
Fannie and Freddie are really serving a very—a high credit score
borrower right now—

Mr. Ross. And they should.

Ms. GORDON. —not the average—well, maybe they should.
Maybe they should come down. That depends on what you believe
the mix should be between FHA and the GSEs.

But I do think the place to start—and I think I agree with a lot
of people on this panel about this—is to look at loan limits. The
problem with loan limits is you have to be very careful to take into
account the radically different costs of homeownership in different
geographies.

Mr. Ross. And the qualification of the buyer. I yield back.

Chairman LUETKEMEYER. Thank you, Mr. Ross.

We go to the gentleman from Michigan, Mr. Kildee, for 5 min-
utes.

Mr. KiLDEE. Thank you, Mr. Chairman. And I thank the panel.
I don’t know how many hearings we have had on this, but I don’t
mind. This is a really important discussion, and it is one that we
ought to continue.

Before I have a couple of questions for Ms. Gordon, I want to fol-
low up on a comment Mr. Gupta made and just make sure I under-
stand it.

I took your comment to say that you—regarding the value of
counseling, pre-purchase counseling particularly, that you were not
aware that it had a significant impact as being an indication, that
it is something that you haven’t studied?

Mr. GupTA. We actually have studied it. We offered pre-purchase
counseling for many years prior to this cycle as a company and as
a industry. For Genworth, in our data—and we insure close to
600,000 loans, so we actually have good delinquency data—we did
not see any meaningful difference between borrowers who went
through pre-purchase counseling and borrowers who did not go
through pre-purchase counseling.

That being said, I am supportive of the fact—we are supportive
of the fact that pre-purchase counseling is generally good for the
housing market.

Mr. KiLDEE. I think I understood what you just said, that it is
good for the housing market, but it doesn’t make any difference?

Mr. GUuPTA. From a performance perspective, it doesn’t demand
any price discount.

Mr. KiLDEE. The reason I ask the question is, first of all, I think
the statement might be somewhat incongruous here in Congress.
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We had a hearing last year, where I posed the question to some
of the country’s biggest mortgage lenders. And they indicated it
was their experience that made a difference and that when we look
at—particularly among those borrowers who are having a difficult
time accessing the housing market, that it really does make a dif-
ference.

I think it is important that we make it clear that there is data
that shows it is a positive thing. In my own personal experience,
having worked in the field before I came here, I know that it made
a significant difference. So I think I would like to see the research.

And I think one of the questions that it begs is what kind of
counseling were these individuals getting? Because the quality of
the counseling is a significant factor in determining its outcome. So
it might be a distinction. But it might be more attributable to the
quality of the counseling that is being received.

If I could turn to Ms. Gordon, we have heard a lot about the pre-
mium reduction. Could you just help clarify for us, who benefited?
Who benefits from that change?

Ms. GORDON. The people who benefit from those changes the
most are the ones who were probably unable to get into homeown-
ership at all before because the costs were too high. This does re-
duce the costs for families on the low end of FHA, where there isn’t
this competition. It is absolutely true that the premium reduction
does slide the scale over to where if you compare the exact same
GSE loan with the exact same FHA loan, it changes the price point
at which one versus the other makes sense. That is virtually never
from the way that homeowners actually end up in the home.

Lots of homeowners, particularly homeowners of color, tend to be
steered to FHA whether or not they can qualify for a less expensive
Fannie or Freddie loan. And then, there are many folks who want
a Fannie or Freddie loan because they want to avoid the paperwork
and what have you with the FHA loans.

So the people who are being helped most here are the ones who
weren’t going to be able to afford to do it, but were close. And I
know it has been said that if somebody is only close to affording
homeownership but isn’t there yet, they shouldn’t have homeown-
ership, but I don’t understand that at all. If you are at appropriate
debt, and you have appropriate income, you have been under-
written appropriately.

And particularly, in the many geographic areas right now where
it is considerably less expensive to own a home with a responsible
mortgage than it is to rent, I don’t see why as a public policy mat-
ter, we would not want to encourage that.

Mr. KiLDEE. That is a very good point. And I wonder if you would
comment on the distinction that a publically-charged agency has
for the positive externalities that it creates. In a purely private side
of the market, it is obviously driven by the profitability of the en-
terprise, and often does not include the positive externalities that
come in a community or a neighborhood including access to home-
ownership in the first place, the stability of neighborhoods, and the
effect on equity of others who are not affected by that transaction.

And then there was a discussion earlier about principal reduc-
tion. The value of principal reduction in preservation of homeown-
ership is not simply realized by the borrower and the lender, but
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by people who live in proximity to that property. And I wondered
if you could just briefly comment on—

Ms. GORDON. Absolutely. Every foreclosure brings down the val-
ues of neighboring properties. If that home is not immediately reoc-
cupied, it raises the risk of blight. It increases cost to fire and po-
lice. It reduces the tax base. And having lots of foreclosures in one
place—we have seen this happen—can take a neighborhood and
start a downward spiral that is very, very hard to reverse.

We should be trying across-the-board, whether it is an FHA or
a Fannie or Freddie or a private label loan to not have unnecessary
foreclosures. When a home is vacant, on the other hand, it should
be foreclosed on quickly—

Mr. KiLDEE. Right.

Ms. GORDON. —and rehabbed and reoccupied.

Mr. KiLDEE. Thank you very much. I appreciate it all.

Chairman LUETKEMEYER. Thank you, Mr. Kildee. With that, we
will go to Mr. Rothfus, from Pennsylvania.

Mr. RoTtHFUS. Thank you, Mr. Chairman. And I appreciate the
panel being here today.

Dr. Holtz-Eakin, when Secretary Castro was here a couple of
weeks ago talking about these issues, I raised an issue that was
described in a recent Politico magazine article entitled, “The Real
Bank of America.” Specifically, the article discussed a September
2013 taxpayer-funded bailout of FHA, going on to state, “in fact the
FHA had been receiving silent taxpayer-funded bailouts throughout
President Obama’s first term; bailouts that went unnoticed because
of the odd process the government uses to calculate the budget
costs of credit programs.”

Separately, a CBO blog post from October 2013 reviewed and ex-
plained that FHA’s guarantee programs had not produced the esti-
mates FHA anticipated of a $45 billion savings, but rather a cost
of $15 billion.

Could you elaborate a bit further on what the cost to taxpayers
has been for bailing out the FHA?

Mr. HoLT1Z-EAKIN. I don’t have the precise number. But for well
over a decade now, CBO has been examining the performance of
credit guarantees and loans under the Federal Credit Reform Act
which, as written, forces the budget process to leave out market
risk and, as a result, understates the risk being absorbed by tax-
payers, and often leads in the course of watching loans through
time to reestimates of the credit loss by the Office of Management
Budget.

No one ever notices those. They come out every year. If you look
at the credit tables, you will find that, for example, this year the
student loan portfolio had a $22 billion reestimate. The FHA has
continual reestimates. Those are losses that are not very visible,
but they are real.

Mr. RoTHFUS. Dr. Rossi, when I asked Secretary Castro 2 weeks
ago whether he could reassure the committee that the FHA would
not need another taxpayer bailout, the answer he gave us was no,
that he didn’t know. However, the Administration and folks on the
other side of the aisle have been saying that the $1.7 billion tax-
payer bailout did not mean the FHA needed cash to pay claims.

Is the FHA poised to need another bailout in the future?
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Mr. RossI. This gets exactly to my own testimony about this
issue about whether it does or it doesn’t. And quite honestly, given
sort of where I see the modeling within this actuary model, there
is always a possibility that can be the case.

Mr. ROTHFUS. So under what circumstances could you find the
need for another bailout?

Mr. Rossi. Certainly, over the next several years, if we were to
find that there was pressure on home prices, that somehow we got
a hiccup in the marketplace again, we had a recession, if not a mild
recession, even a more severe recession, that could certainly put
the numbers into doubt.

Mr. RorHFUS. Dr. Holtz-Eakin, there have been concerns that
the Administration, which controls the FHA, coordinates manage-
ment and policy decisions with outside advocates that may or may
not be equipped to understand the complexities of a trillion dollar
portfolio or the risks posed to the U.S. taxpayers.

Do you believe the FHA’s policies are influenced by political
events and outside groups, as opposed to the business model used
by private mortgage insurance companies?

Mr. HoLTZ-EAKIN. Yes, I do. If you look at this premium reduc-
tion, it was foreshadowed before the President’s State of the Union
address. It was then announced in the State of the Union Address.
Simultaneously, there were letters of support for it, which miracu-
lously arrived. And the entire thing was done in 9 business days.
It is unprecedented.

Mr. RoTHFUS. Do you believe that the FHA should be regulated
just like any other financial company?

Mr. HoLTZz-EAKIN. The FHA is not a business. And we shouldn’t
pretend it is a business. It is a government program to subsidize
homeownership for certain people. Unfortunately, we don’t know
who those certain people are. There is no clear mission statement.
And we aren’t making transparent the subsidy that we are giving
them. And those are the kinds of reforms we need in FHA.

Mr. RoTHFUS. Would it be the kind of enterprise, if it were under
the private sector, that might be deemed a significantly important
financial institution—

Mr. HoLTZ-EAKIN. Yes.

Mr. ROTHFUS. —because a failure—

Mr. HoLTZ-EAKIN. And it would be in receivership right now.

Mr. RoTHFUS. Dr. Rossi, under Dodd-Frank, FSOC designates
significantly important financial institutions, or SIFIs, when a fi-
nancial institution is regarded as so important to the economy that
its failure could lead to a widespread economic crisis.

Should the U.S. Government also review government-owned com-
panies or institutions that could pose a risk to the U.S. economy?

Mr. Ross1. Absolutely. Given the size of the fund that we are
talking about, at $1 trillion-plus, that is significant in its own right
for further oversight.

Mr. RoTHFUS. Should the U.S. Government have its own institu-
tions subject to a SIFI destination in order to be watched by more
than one Federal department?

Mr. Rossi. I am not sure we would have to go so far as to have
it designated specifically, as in the case of bank or nonbank SIFIs.
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But at the same time, I still maintain that it needs much greater
focus.

Mr. RoTHFUS. The Administration has stressed that its $46 bil-
lion in assets is more than enough to meet any expected claims in
2015 or 2016. Do you believe that $46 billion in assets is enough
to protect taxpayers from problems that could be encountered by a
trillion dollar portfolio?

Mr. RossI. Is that question directed at me?

Mr. ROTHFUS. Yes.

Mr. Rossi. Okay. If you look at the capital reserve number, I be-
lieve the capital reserves are something like $20 billion. And when
you look at the present value of cash flows, I think that is where
we get to this $5.9 billion.

Based on what I said earlier about changes in home prices, eco-
nomic conditions, there is a possibility, of course, that it could en-
counter problems in the future.

Mr. RoTHFUS. I yield back. Thank you.

Chairman LUETKEMEYER. Ms. Moore—

Mr. HoLTZ-EAKIN. I would just like to point out that—

Chairman LUETKEMEYER. Very quickly, please.

Mr. HoLTZz-EAKIN. I just want to point out that when I was at
CBO in 2003 and 2004, we did exactly the kind of simulation mod-
eling that Dr. Rossi is talking about for Fannie Mae and Freddie
Mac. We calculated there was an implicit guarantee of $20 billion
a year provided by the taxpayers. Everyone told us exactly the
same thing; we have all these reserves, it will never happen. We
know what happened.

Chairman LUETKEMEYER. Thank you.

Next, we go to Ms. Moore, from Wisconsin, for 5 minutes.

Ms. MOORE. Thank you so much, Mr. Chairman.

Chairman LUETKEMEYER. Let me just interrupt, Ms. Moore. You
got here a little late. What we are going to do, since we don’t have
the clocks around, is when you get down to the 30-second mark, I
will give a little rap so you know you have have 30 seconds left to
ask questions and get answers. Okay?

Ms. MOORE. Thank you so much.

Chairman LUETKEMEYER. Okay.

Ms. MOORE. Thank you, Mr. Chairman and Mr. Ranking Mem-
ber. And to our esteemed panel here, thank you so much for ap-
pearing.

My question is for Mr. Gupta. You mentioned in your written tes-
timony that lowering the mortgage insurance premiums at FHA
has a couple of immediate consequences.

I support the policy of FHA lowering its charges for mortgage in-
surance. But I am wondering, could you expound on how you think
this pricing impacts the upcoming rule-making process for private
mortgage insurance eligibility requirements?

And since you put yourself in—since you are in the first-risk po-
sition, how will this structure, the PMIER rules, better put the pri-
vate capital in first-risk position, while retaining that strong
counterparty creditworthiness?

Mr. GupTA. Absolutely. Thank you for the question, Congress-
woman.
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The first thing, with this FHA premium reduction, FHA actually
will take longer to actually get to their 2 percent minimum re-
quired statutory capital. Right now, they are at .41 percent. And
their estimate was to get there by 2015 or 2016. And by some esti-
mates out there it, it could delayed by 1 to 2 years.

FHA already has a lower capital regime than private mortgage
industry, which is currently at a 4 percent statutory requirement.
And we expect that 4 percent statutory requirement to go up to 7
to 8 percent.

So in terms of private mortgage industry being well-positioned in
the marketplace to play a bigger role, this move reverses that. This
move challenges the possibility of private mortgage insurance and
private capital playing a bigger role than it plays right now.

As far as PMIERs are concerned, GSE eligibility guidelines, as
GSE eligibility guidelines get finalized, the perception of the indus-
try having strong capital and being a strong counterparty signifi-
cantly improves across all sectors. And the possibility of either
GSEs or the FHA doing more risk-shares with private mortgage in-
dustry actually also gets higher.

I would say that is a very important element or initiative that
we should focus on. Because as we are thinking about FHA’s pric-
ing, doing a risk-share with the private mortgage industry actually
lets you validate that pricing because you get a market price from
a private entity. So as we talk about sufficiency of price, that will
be a very good initiative.

Ms. MOORE. And it won’t have a chilling impact on borrowers
being able to come in and qualify for the loans?

Mr. GUPTA. Absolutely not. Private mortgage insurance industry
rates are very competitive. Before I came in, we talked about 3 per-
cent downpayment, 620 FICO, all the way to 50 percent debt-to-in-
come ratios. So, the guidelines are expansive, and the rates are ex-
tremely competitive, and I don’t see any challenges with that.

Ms. MOORE. Ms. Gordon, you seem like you are just champing at
the bit to say something.

Ms. GORDON. I just think—I have nothing against the possibility
of FHA trying risk-sharing, in theory. And it has been tried before
and hasn’t worked particularly well.

I think it is important to recognize a few things. First of all,
when you bring two parties in who have some interest in the out-
come and disposition of that loan, it can be very difficult to get
them all on the same page. That has been a problem with loan
modifications for some people.

One of the things that the new FHFA rules will do is have pri-
vate mortgage insurers essentially delegate their responsibility to
the GSE servicers so that they can handle things more efficiently
and effectively for borrowers.

And so any time you do any kind of risk-sharing, it is important
to recognize the different incentives of the parties and the different
missions of the parties and make sure that you are structuring any
program to account for those different incentives and different
structures properly. Actually, for most of these loans, if you have
any downpayment at all, the borrower is in the first-loss position,
then the mortgage insurer.
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So, I am just adding a word of caution in terms of these different
structures. What I do want to say is that right now, if Fannie and
Freddie were to change their policies with respect to the very steep
risk-based pricing in which they have been engaged, I think you
would see a lot more borrowers able to go to Fannie and Freddie,
and then PMI would be able to insure those loans.

Ms. MOORE. Do you agree, Mr. Gupta?

Mr. GupTA. Yes. We do—I do agree.

Ms. MOORE. Thank you for your indulgence, Mr. Chairman.

Chairman LUETKEMEYER. Thank you. Thank you, Ms. Moore.

With that, we go to the gentleman from California, Mr. Royce,
for 5 minutes.

Mr. ROYCE. Thank you, Mr. Chairman.

I am increasingly concerned here. And I would ask this of Mr.
Gupta and Mr. Holtz-Eakin. The government actions here at both
the GSEs and the FHA could, over the long term, fuel another bub-
ble. And when I say “fuel another bubble,” I remember talking to
the Fed in 2004, 2005, about their worries; right? And I had legis-
lation in 2004 and 2005 in order to regulate the GSEs for systemic
risk. Unfortunately, we were unable to get that through.

Now, you look at requirements with a low 3 percent downpay-
ment requirements where you have seller concessions that add up
to about 6 percent; right?

Mr. GUPTA. Yes.

Mr. ROYCE. You look at the FICO scores now as low as 580. So
we know from the lead-up to the financial crisis that it is all gravy
as long as prices continue to go up. If we could pass a law that
{nandates that housing prices continue to go up, there is no prob-
em.

But if you are not going to allow a system of checks and balances
in the economic system but instead, you are going to step in with
a Government-Sponsored Enterprise here, and with all the moral
hazard that implies, and you are going to drive a policy where we
have the former FHA Commissioner saying that FHA’s financial
condition is not where it should be yet in terms of wholesale roll-
back of the premiums.

Here is the concern: Have we once again created a situation
where individuals with no equity in their homes end up leveraged
to an almost personal Ponzi scheme with the consequences to them
afterwards of losing their homes? The consequences to the tax-
payers of dealing with another bailout. The consequences to the fi-
nancial system of dealing with the shock. The consequences to the
neighborhoods of going through what we went through in 2007,
2008.

What are your thoughts on the end game here, Mr. Gupta, with
the level of government involvement that we have here and the
moral hazard that would imply?

Mr. GupTA. Thank you for the question, Congressman.

Going back to Dr. Rossi’s statement, I do think that there is a
risk here that we are putting borrowers in homes who actually may
not be able to withstand that financial stress, any financial stress
on the economy. If you look at FHA’s own actuarial report, there
are scenarios in that actuarial report which actually point to nega-
tive capital if the financial environment—if the housing and eco-
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nomic environment does not turn out to be the expected environ-
ment.

So there is a scenario here where these prices are not sufficient,
and a lack of an actual way of getting to these pricing, that is the
risk it creates. I think from a financial system perspective, there
is also a cost to it. For comparison, as a private MI company, if we
were running at one-fifth of our required statutory capital, first
thing, we would be in run-off; we would not be writing any busi-
ness. Second thing, if we were writing any business, we would
never be allowed to actually lower our prices by 40 percent, be-
cause part of that capital is what actually replenishes your capital
to get to the statutory minimums.

So yes, there is the risk of that financial burden, as well as bor-
rower burden.

Mr. RoyckE. Now, I would like to go to Dr. Holtz-Eakin, because
the other aspect of this that is confusing to me, is that the Admin-
istration says on the one hand, the President’s budget said that we
needed to require more private capital in the housing system. That
makes sense based upon what we have been through. And this
comes on the heels of cutting FHA premiums by 40 percent. Is
there a contradiction here?

Mr. HoLTZ-EAKIN. I believe so, yes. And to the earlier part of
your question, I agree with what Mr. Gupta said. And if you think
back to the early part of the lead-in to the housing bubble, we saw
then-HUD Secretary Andrew Cuomo cut premiums. We saw dimin-
ishment in downpayments. We saw the kinds of mortgages that
Ms. Gordon described. And we saw it worldwide.

We now have FHA, Fannie Mae, and Freddie Mac, all agencies
of the Federal Government for all practical purposes, making ex-
actly the kinds of discretionary policy moves we saw in the lead-
in. The only thing that is missing are the worldwide aspects and
the exotic mortgages. But I think that while it is not quantitatively
the same phenomenon, it is qualitatively going in that direction. I
am concerned.

Mr. ROYCE. Is my time expired?

Chairman LUETKEMEYER. You have 30 seconds.

Mr. ROYCE. Any other—

Ms. GORDON. I think it is important to say that FHA actually
was the only entity that didn’t get into the business of the loans
without underwriting and the loans with all the predatory features.
If we are—everybody here raised their hand before in answer to
the question, do we think FHA has an important role.

Mr. RoYcCE. That is true. We all agree with that.

Ms. GORDON. Okay. But if FHA is to remain strong enough we
can’t say—

Mr. RoYCE. Maybe the role is so important that everything
should be FHA and there should be no private capital. Clearly,
what we are debating here is where is the role of private capital
to make certain there is an offset to the risk? Because clearly,
based upon the government coming in with GSEs in the past, you
are not going to adequate price risk in the marketplace. You are
going to put a penny in the fusebox, and you are going to short-
circuit the whole system in terms of supply and demand in this.
And the consequence of it can be a huge bubble in the marketplace.
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Ms. GORDON. Sure. What happened—

Mr. RoyCE. That is what we don’t want to see happen.

Ms. GOrRDON. What happened during the crisis was actually the
private sector wildly—

Mr. ROYCE. It was because of the moral hazard put in there by
the government. We tried to regulate against that.

Chairman LUETKEMEYER. Thank you, Mr. Royce.

Next up, we have the gentleman from Texas, Mr. Williams.

Mr. WiLLiaMS. Thank you, Mr. Chairman.

What this country needs, I believe, is a mortgage finance system
that is not only sustainable, but reduces taxpayer risk while giving
hardworking Americans the opportunity to buy homes they can ac-
tually afford to keep.

Yet, this is not what the FHA has become. With over a trillion
dollars worth of backed mortgages, which represents half of the in-
surance market, and only $46 trillion in assets, FHA has put the
taxpayer at risk. With such a large portfolio, FHA’s recent actions
indicated it could potentially put another 250,000 new homeowners
on the books by reducing annual premiums.

By adding riskier buyers and lowering premiums, I believe FHA
is operating outside of its historic mission, which is supposed to op-
erate with a high degree of public and fiscal responsibility. Like
many, I believe that the answer to fixing these problems is in the
private sector.

Now, with that said, let me just go over some numbers really
quick that concern me. We have heard in testimony that $670 bil-
lion in additional growth in the portfolio is to just get us back to
present income levels.

Now, we also heard from Secretary Castro that he feels like
there is probably between the new portfolio and the existing port-
folio $12 billion in total loss on these portfolios. He also said that
$8 billion is estimated income at the new level of fees that we are
talking about. When you put math to that, we are $4 billion short.

My question to you, Ms. Gordon, would be how do we cover that
and where does it come from?

Ms. GORDON. So FHA—those numbers aside, FHA is making
money right now and—

Mr. WiLLiAMS. But those are the numbers. And we have a loss.

Ms. GORDON. —FHA is likely to continue making money.

I do not know exactly what those numbers refer to enough for me
to comment on FHA’s balance sheet. What I can comment on about
FHA’s balance sheet is that the current books of business are very
strong, are making a lot of money, and they are positioned to do
that in the future.

The books of business that we are losing the most money over
time are running off and will be losing less money. The policies
that allowed—in fact, one of the policies that allowed the most
losses was the seller-funded downpayment program, a policy that
FHA actually tried to end, but Congress didn’t want them to end.
Had it not been for that policy, FHA would never have been in the
red at all.

So I think we have the look at the policies and the direction of
where things are going, which is a very positive direction. At the
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same time, the HUD Secretary has an obligation to make sure that
the FHA is serving homeowners.

Mr. WiLLiaMS. All right. Possibly you can get back with us on the
best way—

Ms. GORDON. I can get back with you on the numbers.

Mr. WILLIAMS. If you would do that, I would appreciate it.

Mr. Gupta, do you have an answer to that? You are a private sec-
tor man, as am 1.

Mr. GupTA. Yes, well—

Mr. WILLIAMS. There is a $4 billion shortfall.

Mr. GupTA. Yes. So the math is very simple. When you lower
your premiums by 40 percent, you actually need a volume increase
of something larger than 40 percent to get back to revenue neutral
itself. And I do not believe that FHA thinks about getting their
market share higher by 40 percent. So it would be a net negative.

Mr. WILLIAMS. I agree with you.

The other question I have for you, Ms. Gordon, is that I think
it was back in September of 2013, that FHA drew $1.7 billion out
of the Treasury to continue to do business. That money belongs to
taxpayers.

Ms. GORDON. Actually, it wasn’t to continue to do business. It
was because there is—

Mr. WiLLIAMS. To shore up your balance sheet.

Ms. GORDON. There is a certain amount that is—there are dif-
ferent accounts in different parts of the government. And you are
required to have—

Mr. WILLIAMS. You agree that it was the taxpayers’ money?

Ms. GORDON. All of this money is the taxpayers’ money.

Mr. WiLLiaMS. Okay. With that being said—

Ms. GORDON. It was not any more the taxpayers’ money coming
from FHA’s account than from Treasury’s account.

Mr. WILLIAMS. Ms. Gordon, with that being said, should the FHA
pay that back to the taxpayers?

Ms. GORDON. I believe the FHA already has.

Mr. WiLLIAMS. I asked Secretary Castro that, and he couldn’t
give me an answer.

Ms. GORDON. This is all—

Mr. WILLIAMS. So you agree with me—

Ms. GORDON. These are accounting mechanisms. Just the same
as someone will tell you that technically, the GSEs have not paid
back the Treasury yet. Of course, they have paid back the Treas-
ury.

Mr. WILLIAMS. You agree with me then that the taxpayers should
get their money back at some point in time?

Ms. GORDON. I think the taxpayers already have.

Mr. WiLLIAMS. We disagree on that.

I yield back, Mr. Chairman.

Chairman LUETKEMEYER. Thank you.

With that, the gentleman from Tennessee, Mr. Barr.

Mr. BARR. Thank you, Mr. Chairman. Just to correct the record,
Kentucky. And the Wildcat fans would be offended to be associated
with the Volunteers. But thank you, Mr. Chairman. And thank you
to our witnesses.
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I have only been in Washington for a little over 2 years, but it
never ceases to amaze me that Washington doesn’t seem to be able
to learn the lessons of history, and recent history, at that. So here
we have Fannie Mae and Freddie Mac jumping back into offering
30-year loans for borrowers who can only afford a 3 percent down-
payment. These loans are exempt from the requirements that an-
other Federal agency, the Consumer Financial Protection Bureau,
says are required under the Qualified Mortgage Rule, which is sup-
posed to prevent a recurrence of loose lending.

And now the FHA has reduced its premiums in a move designed
to expand its market share, but which is certainly going to hurt its
capitalization. In lowering these premiums, the FHA is once again
luring people who are unprepared for the obligations of homeown-
ership into risky loans they are unable to repay. And this risk goes
right to the taxpayers.

So Ms. Gordon, let me start with you. In an August 2012 White
Paper that you coauthored for The Center for American Progress—
you will recall that it is entitled, “It’s Time to Talk About Hous-
ing”— you decried the practice of loan originators who steered bor-
rowers into risky subprime loans, even when they qualified for bet-
ter loans, citing predatory pricing gimmicks that both encouraged
borrowers to borrow far more than they could manage and required
the borrower to refinance every couple of years. You noted that
such loans tended to default at significantly higher rates than con-
ventional mortgages.

So now let’s look at what the FHA is doing: Employing pricing
gimmicks, exceedingly low downpayments, low credit scores, inad-
equate up-front pricing, and high maximum dollar value loan lim-
its. And the FHA loan default rate is nearly 150 percent higher
than prime loans. And I have read that FHA loans are defaulting
one out of eight, right?

So why aren’t the FHA’s practices squarely within the subprime
practices that you decried in that 2012 White Paper?

Ms. GORDON. Actually, first of all, let me correct the record. FHA
is not exempt from the Dodd-Frank mortgage rules. That is a very
important point. The Dodd-Frank mortgage rules put a floor under
this market that did not exist before. Had the Dodd-Frank mort-
gage rules been in place in 1995, we would not have had the crisis
that we had. FHA has to abide by the ability-to-repay require-
ments. FHA has a Qualified Mortgage safe harbor that is ex-
tremely similar to CFPB—

Mr. BARR. If I could jump in. It is similar. Let me jump in right
there. Because I have asked this question of Secretary Castro, and
he acknowledges it. It is not the QM rule. It is a different rule. It
is a different underwriting standard than what the Bureau says is
a Qualified Mortgage. So, it is a double standard.

Ms. GORDON. It is almost identical. The reason it is different is
because the statute tells FHA to do its own QM, and specifically
says the CFPB is doing a QM for the private market.

Mr. BARR. Let me jump in there and let’s follow on this theme
of a double standard. Okay? Because it is very troubling to me that
Washington continues to live by one set of rules while they impose
an entirely different set of rules on the private sector.
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And to Mr. Gupta, I want to just ask you, so the capital reserve
requirement by law for the private mortgage insurance industry is
4 percent, and could go up to 8 percent?

Mr. GUPTA. Yes.

Mr. BARR. And the rule for the FHA is 2 percent. Which they
can’t even comply with, by the way.

Mr. GUPTA. Yes.

Mr. BARR. Totally different rules apply to the government than
apply to you. And for the rules that apply to the government, which
are different than the rules that apply to the private sector, the
government is in noncompliance.

Mr. GupTA. Yes. You are correct, Congressman.

Mr. BARR. Even though they got a bailout. Did you get a bailout,
a $1.7 billion taxpayer bailout in the private mortgage industry?

Mr. GupTA. Absolutely not.

Mr. BARR. This is a double standard. The American people are
tired of Washington living by one set of rules and the private sector
and the American people living under another set of rules.

Let me quickly go to Dr. Rossi. I was interested in your testi-
mony speaking of applying the same set of rules to the government.
Your recommendation that there be Qualified Mortgage rule har-
monization, can you amplify that testimony?

Mr. RossI. Yes, I can. With regard to FHA, for example, today
it is my understanding that they allow lenders, as long as there are
compensating factors, to actually underwrite the loans. So they are
relying on the lenders to do the review here for DTIs, debt-to-in-
come ratios, above the bright line 43 percent test that is in QM for
everybody else.

Mr. BARR. So you would disagree with Ms. Gordon that—

Mr. Rossi. There is a different set of rules.

Ms. GORDON. Actually, right now, almost all loans go through ei-
ther the GSEs or the FHA. And the GSEs also permit loans over
43 percent DTI if there are compensating factors. And they also
leave the underwriting up to the lenders. So frankly, it is exactly
the same across the vast majority of the book right now.

And I should also add, since you quoted me and I would like to
correct the record, that the kinds of loans I was talking about in
that August 2012 paper are precisely the kinds of loans FHA has
never done. FHA has always required underwriting, it does not
have pricing gimmicks, and it does not have steep rate resets.

Mr. BARR. Mr. Gupta, I think you wanted to comment on that?

Mr. GupTA. I would agree with Dr. Rossi that for FHA, greater
than 43 DTI is permitted, because that is the rule they make. And
for private label securities or for portfolio loans, a bank would actu-
ally not be permitted to actually use that rule.

So FHA does have an advantage in terms of creating their own
definition of QM. That also applies to the definition of safe harbor
applied on—so FHA actually calculates that safe harbor coverage
differently than private label securities.

Mr. BARR. Thank you. I yield back.

Chairman LUETKEMEYER. Thank you, Mr. Barr. My apologies to
you. As contrition for my sins, I did allow you a significant amount
of time over your 30 seconds.

Thank you. Well done.



40

It looks like the last gentleman today to ask questions is the gen-
tleman from Illinois, Mr. Dold.

Mr. DoLp. Thank you, Mr. Chairman. And I want to thank our
witnesses for coming. And I also want to thank my colleague from
Kentucky for his questions. I am going to kind of dovetail off of
some of those.

I think as we look at FHA, there is no question that we all want
FHA to be healthy and that we certainly think that they provide
a service. We have a requirement in terms of capitalization that
FHA needs to be at 2 percent. That is not a recommendation, is
it? Does anybody think that is a recommendation? I think that is
written actually as part of the law. Can I just ask each and every
one of you, in your opinion, is FHA abiding by the law?

Mr. HoLTZz-EAKIN. No.

Mr. GupTA. No.

Ms. GORDON. The statute has a number of provisions—

Mr. DoLD. Wow. I am just—okay. A number of provisions?

Ms. GORDON. It has a number of provisions. And they are also
required to balance the mission of providing homeownership while
they are rebuilding to the capital ratio.

Mr. DoLD. So is that a yes or a no, they are not abiding by the
law?

Ms. GORDON. I believe they are following the law right now.

Mr. DoLD. Okay. How about you, Dr. Rossi?

Mr. RossI. No.

Mr. DoLD. Let me go to you, Mr. Gupta. We asked Secretary Cas-
tro about this. And again, I am in the private sector. Or was, cer-
tainly. And we want FHA to succeed. There is a reason why, again,
your threshold is 4 percent, potentially going up higher, correct?

Mr. GUPTA. Yes.

Mr. DoLD. What happens if you are under the 4 percent?

Mr. GupTA. We go into remediation immediately. So regulators
actually have to make sure that we are on the path—

Mr. DoLDp. But what happens if you just say no, we are trying,
we are going to to get there soon.

Mr. GupTA. You go into run-off.

Mr. DoLp. What?

Mr. GupTA. Going out of business.

Mr. DoLD. So they take and they actually—they put you out of
business?

Mr. GupTA. Yes. You go into run-off.

Mr. DorLD. The FHA hasn’t been at their 2 percent threshold in
a long time, anywhere close to it. When we asked the Secretary,
he basically said, well, we are working on it.

Now FHA has a different mission, of which we say is kind of a
little foggy in terms and we would like to have some more high-
lighting in terms of what that mission is. But what we know is that
FHA is going down a path where they have a 2 percent threshold.
And yet, they don’t factor risk. They are not supposed to. They
don’t do that. Which would—I would argue, Dr. Holtz-Eakin, would
that make it a riskier proposition by not factoring the risk?

Mr. HoLTZ-EAKIN. Absolutely.
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Mr. DoLp. Okay. And so I guess my take is in the private sector,
if you don’t hit the threshold, the regulators come in and take you
over. And yet, you are assessing market risk; is that correct?

Mr. GUPTA. Yes.

Mr. DoLD. So for me I just, again, share this frustration that cer-
tainly some on the panel recognize, that we want FHA to be
healthy. We want them to be able to be at these capital standards.
And yet, they kind of look at us cross-eyed when we say, you are
not even meeting the 2 percent threshold. Which, ultimately, is
putting the taxpayers at risk. And we recognize that they have a
different mission.

What do we have to do, do you think? What would your rec-
ommendation be for us to get FHA to where it needs to be, accord-
ing to the letter of the law? Dr. Holtz-Eakin?

Mr. HovLTZ-EAKIN. Two things: first, in the narrow, you don’t
lower premiums when you need to build capital.

The bigger problem is the mission. Ms. Gordon said, when asked
who benefits in this, “It is the people who were just short, and now
they can buy a home.” That is true now with the lower premiums.
So you could lower premiums again and help some more people
who were just short, and there would still be some people who were
just short. And in the process, you would worsen the taxpayer’s ex-
posure while you are helping these people who were just short.

The question is, when do you stop? What is the mission of FHA?
You can always justify a premium reduction by that logic. So you
have to find a mission and then stick to it.

Mr. DoLD. One of the things I would also like to talk about, Ms.
Gordon, because when you talk about the HAWK program—actu-
ally one I agree with—I have worked with one of my colleagues on
the other side of the aisle about saying, what can we do in terms
of a program, a pilot program to say, does the counseling actually
help, does it actually reduce that risk in terms of the mortgage
market? And I would still like to see a study done.

Because, Mr. Gupta, if we could prove that with counseling it
would actually lower the rates, would that impact how you assess
market risk?

Mr. GupTA. Absolutely.

Ms. GORDON. Actually, footnote 53 in my testimony will show
you cites to a study from the Philadelphia Fed and from Freddie
Mac that demonstrate that.

Mr. DoLD. Okay. Last question for you, Ms. Gordon. And I appre-
ciate that.

You said that you thought FHA was abiding by the law with re-
gard to its 2 percent threshold. They are lower than that now. Do
you think that percentage should be lowered? Or should there be
any percentage at all?

Ms. GORDON. No. I think we should get back to the 2 percent.
I think that is very important. And I think they need to get back
there responsibly. Just as if my family had a rainy day fund, and
say I lost my job, and we blew through our rainy day fund. I would
like to rebuild that rainy day fund. At the same time, I have to con-
tinue to buy groceries and put gas in the car.

So I think it is very important for FHA to continue moving in
that direction. They are moving in that direction. They did not
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wholesale roll back premiums. And if they were to stop moving in
that direction, I think they have to reevaluate again.

Mr. DoLD. Thank you all very much. My time has expired.

Chairman LUETKEMEYER. I thank the gentleman from Illinois.

We were hoping Mrs. Beatty would get here. She was supposed
to be on her way. But we have no idea if she is going to be here
in 2 minutes or 20 minutes from now. So, let’s proceed.

I just want to summarize here. I think there is a general con-
sensus that FHA has a place in housing finance. And the consensus
of the group seems to be that the guarantee fees are endangering
the viability of that agency by reducing those. Also, that there is
plenty of room in the private market to be able to come in. They
are ready, capable, and they have proved that they can be a viable
alternative and part of the marketplace. And I think all of these
things are important.

We certainly appreciate your testimony today. It was knowledge-
able and insightful. And thank you for bearing with us and going
through all the inclement weather. I know it wasn’t easy to get
here today. So I appreciate your efforts.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

And with that, the hearing is adjourned. Thank you.

[Whereupon, at 12:02 p.m., the hearing was adjourned.]
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Good morning Chairman Luetkemeyer, Ranking Member Cleaver, and members of the
subcommittee. My name is Julia Gordon, and | direct the housing and consumer finance team
at the Center for American Progress, a nonpartisan think tank dedicated to improving the lives
of Americans through progressive ideas and action. Thank you so much for convening this
hearing on the Federal Housing Administration, or FHA: | greatly appreciate the opportunity to
testify today about the FHA and its importance to America’s families, the housing recovery, and
the broader economy.

Introduction

Research and our lived experience confirm the link between housing and opportunity in this
country, from the many benefits of homeownership for families and communities to the central
role of the housing economy on economic vitality. A healthy housing market, when coupled
with appropriate protections to ensure responsible and sustainable lending, offers
opportunities for young people to begin building wealth through homeownership, for growing
families to access good schools and high-opportunity neighborhoods, and for older people to
choose whether to age in place or seek a smaller or more supportive environment.

Yet at present, the nation’s housing recovery is neither strong nor equitably distributed. Not
only has the national mortgage market shrunk significantly, but many communities, especially
communities of color, lag far behind non-Hispanic white communities, and hard-hit
neighborhoods continue to suffer the ongoing effects of multiple foreclosures, negative equity,
vacant homes, and blight. We have turned back the clock nearly 20 years on homeownership
rates, and rental costs are soaring relative to incomes.?

Consequently, the Federal Housing Administration is now more important to the country than
ever. Established in 1934 to promote long-term stability in the U.5. housing market after the
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foreclosure crisis that occurred during the Great Depression, FHA reinvented housing finance by
demonstrating that long-term, fixed-rate mortgages could help middle-class families build long-
term economic security even through uncertain economic times and that lenders could extend
credit to a broad population on fair terms with good economic results.? In the 80 years since,
FHA has helped more than 40 million creditworthy families realize the benefits of
homeownership.?

Since that time, FHA's role has evolved. First, the agency focuses on facilitating homeownership
for creditworthy borrowers who would otherwise have difficulty putting together a 20 percent
down payment, such as first-time homebuyers and homebuyers of color. To accomplish this
goal, FHA doesn’t lend directly to homebuyers. Rather, it insures loans made by private lenders
that meet strict size guidelines and underwriting standards. To fund this insurance, the agency
charges both upfront and annual fees, the cost of which the borrowers cover themselves.

Second, FHA keeps mortgage credit flowing during business cycle downturns when private
investors retreat. This so-called countercyclical role proved to be of critical importance in
preventing a much more severe collapse of the housing market after the 2008 financial crisis.
While playing this role severely strained the agency's finances, a combination of strong
management, critical policy changes, and overall improvement in the housing market—in part
due to FHA lending—has put the agency on track to fully replenish its capital reserve fund
within the next two years.

Going forward, FHA should continue to assisting first-time and low-wealth borrowers, provide
stability in the mortgage market, and maintain the insurance fund’s financial integrity. While
Congress should provide necessary oversight to ensure FHA is pursuing this missionin a
responsible fashion, FHA needs the authority and latitude to make certain business judgments
within the congressionally mandated framework.

in this testimony, | will discuss the work of today’s FHA, the state of FHA's finances, and several
improvements that FHA can make to further its mission of supporting homeownership while
strengthening its financial position.

1. FHA Today: Providing America’s families with safe and sustainable
loans and supporting the housing market through the business cycle

FHA's most recent books of business will likely perform better than any books of business in the
agency's history, yet FHA's critics continue to insist that FHA engages in risky, predatory
lending. A review of the agency’s policies and processes demonstrates that today's FHA
supports loans are safe, sustainable, and appropriate for the communities they serve.
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A. Providing America’s families with safe and sustainable loans

Even in the run-up to the crisis, FHA never insured the type of dangerous, poorly underwritten
loans that triggered the financial crisis. The predatory loans securitized by Wall Street during
the boom were hybrid adjustable rate mortgages, interest-only loans, and so-called “pick-a-
pay” loans that featured extremely low teaser rates with steep resets, prepayment penalties
that extended beyond the loan reset dates, and numerous other confusing features. The
sudden increases in monthly payments required borrowers to refinance repeatedly, generating
impressive fees for brokers but stripping borrower equity. Additionally, mortgage brokers got
paid more to put borrowers in loans at higher rates than they qualified for, to lock borrowers
into those loans with prepayment penalties, and to encourage borrowers to choose products
that required little or no income documentation.*

Contrast those toxic loans to FHA loans, the vast majority of which are “plain vanilla,” long-
term, fixed-rate mortgages with no resets and no prepayment penalties; unlike most private
mortgages, most FHA mortgages are even assumable, The agency has always required full
underwriting and documentation: a key reason that FHA lost so much market share to private
label securitization was that brokers and real estate agents wanted to avoid the paperwork
involved in processing an FHA loan.®

That is not to say that FHA has never engaged in discriminatory and risky practices. Early in its
history, FHA engaged in “redlining,” which meant refusing to insure loans made in communities
of color, which denied African Americans and other minorities the opportunity to build the
wealth that helped so many white families enter America’s growing middle class after World
War I1.° The Fair Housing Act of 1968 prohibited this practice, and after continued struggles
with discriminatory pricing and fraud, including shoddy underwriting and inflated appraisals,”
FHA has now become not just a reliable source of credit for communities of color, but in many
ways, the only reliable source.

Another risky practice was instituted during the housing boom, when FHA offered a program of
seller-funded down payment assistance in which nonprofit groups funded primarily by home
builders provided borrowers with down payment assistance. Unfortunately, the incentives in
this program were not properly aligned, leading some builders to inflate the prices on these
loans, which resulted in many borrowers being underwater on their mortgages from day one.
This program performed exiremely poorly during the crisis; in fact, it contributed so heavily to
FHA losses that had these loans not been made, FHA would have nearly reached its 2 percent
capital ratio by now.® For years, FHA wanted to end the seller-funded down payment assistance
program, but Congress prevented them from doing so until 2008, and the change did not take
effact until the second fiscal quarter of 2009.

Another excessively risky program was the FHA reverse mortgage program, enabled by a
change to the law signed by President Ronald Reagan in 1987.° This program offered a product
that was potentially helpful for some seniors, but it carried far too few consumer protections
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for something so confusing and potentially damaging, and seniors using the program became a
target for those selling fraudulent or inappropriate financial products.

However, since 2008, FHA has eliminated the seller-funded down payment program,
significantly overhauled the reverse mortgage program, and instituted numerous other changes
to protect taxpavyers, strengthen FHA's risk management, and ensure borrowers are put into
high-quality mortgages in which they will succeed.

Most importantly, to protect consumers and reduce risk-layering, FHA now specifies a
minimum credit score, requires a much higher down payment for borrowers with credit scores
below 580, and requires manual underwriting for any borrower with a credit score under 620
and a debt-to-income ratio of more than 43 percent, a practice that results in safer loans
because borrowers must demonstrate compensating factors.

Contrary to some statements made in this committee recently,*® FHA loans all must conform to
the Dodd-Frank Act’s mortgage rules that require lenders to assess a borrower’s ability to repay
before making a mortgage. Dodd-Frank also required FHA to develop its own gualified
mortgage, or OM, standard, which is very similar to the standard established by the Consumer
Financial Protection Bureau for the private market, and the agency finalized that standard in
December 2013.3* Loans made under alf of these policies will have an extremely high chance of
suceess.

Also, to rebuild the fund and to align risk with pricing, FHA has increased its annual mortgage
insurance premium significantly; even after the recent decrease announced in January by
President Barack Obama, the annual fee is still 50 percent more than it was in 2008.2 it has also
raised its upfront insurance fee by 75 percent and required that premiums be paid for the life of
their loan rather than being cancellable when the loan reaches a 78 percent loan-to-value
ratio.®

Other important changes include the following:

e FHA has improved its loss mitigation processes, which simultaneously provide troubled
borrowers with expanded opportunities to avoid foreclosure and also result in lower
losses for the fund. .

s FHA has also increased the number of individua! pre-foreclosure sales—or short sales—
and is selling thousands more properties pre-foreclosure through bulk auctions, a
program known as the Distressed Asset Stabilization Program, or DASP. Selling loans
before foreclosure allows FHA to avoid taking possession of the property, saving
significant money on maintenance and marketing costs for houses that it took
possession of after foreclosure. FHA estimates that the DASP alone has reduced losses
by an estimated $3 billion over the past two years.'* These policy changes, alongside
improving home prices, has meant that recoveries on insurance claims have increased
68 percent since their fowest level.®®

+ FHAis improving its Quality Assurance Taxonomy, which provides improved definitions
of loan manufactured defects. This project aims to improve the quality of loans that FHA
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insures while also providing lenders with more certainty about what loans FHA will force
them to buy back due to their errors or fraud. FHA is also working to increase clarity for
lenders by consolidating its disparate pieces of guidance into a single source.

e HUD has also heightened its enforcement of FHA lenders, terminating relationships with
lenders who violate its requirements and generating millions of dollars in penalties from
lenders who violate HUD rules.’®

e FHA has made important changes to its reverse mortgage program, limiting both the
upfront and overall equity that is available to borrowers, requiring that these lenders
assess a borrower’'s ability to pay taxes, insurance, and other property expenses or
escrow for these funds for the borrower, and requiring customers to obtain housing
counseling before obtaining a reverse mortgage.

& FHA has created an Office of Risk Management, imposed higher minimum net-worth
requirements for lenders to mitigate counterparty risk, and updated appraisal
standards.

Despite its safe and sustainable loans and greatly improved business processes, critics continue
to attack FHA's basic business model. Some critics simply oppose low down payment lending,
mistakenly believing that low down payments were what led to the housing crisis. Yet properly
underwritten, low down payment mortgages with long-term, fixed interest rates have
performed well even throughout the Great Recession.'” The predatory mortgages that brought
down Wall Street’s house of cards sometimes included low down payments, but they also
layered multiple risks—such as exploding interest rates, exorbitant fees, and steep prepayment
penalties—with little or no underwriting. Most of these practices are now prohibited by the
Dodd-Frank mortgage rules.

Other critics portray FHA as a destabilizing force in communities, such as the December 2012
American Enterprise institute report written by Ed Pinto titled “How the FHA Hurts Working-
Class Families and Communities.”*® In this report, Pinto presents a correlation between FHA
and high foreclosure rates in distressed communities as if to imply that the FHA is responsible
for the high foreclosure rate. Yet the concentration of FHA loans and the high rates in these
communities are largely a result of the unsustainable private subprime mortgages pushed in
these communities during the housing bubble. FHA was one of the only lenders supporting the
housing market in these distressed communities at the height of the foreclosure crisis because
most private lenders had fled the credit risk of such neighborhoods; in other words, FHA's
presence was not a cause but a consequence of the neighborhood’s financial distress. Had FHA
followed Pinto’s ill-supported advice and refrained from lending in distressed neighborhoods,
many of the neighborhoods that are now entering a recovery period likely would have been lost
for good.

What's more, the report relies on data from the 2009-2010 book years, just months after the
government bailed out the nation’s major financial institutions, Fannie Mae and Freddie Mac
entered conservatorship, credit markets froze, unemployment spiked, and housing prices were
in free fall. Additionally, the 2009 book also still includes a sizable chunk of seller-financed
down payment assistance loans.
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That said, Pinto’s report raises important questions that it will be worth continuing to discuss,
especially how to encourage the conventional market to fend to qualified borrowers in
underserved communities and populations to promote competition and avoid unnecessary
concentration of FHA loans.

B. Supporting the housing market through the business cycle

The past two decades have been a time of great volatility and challenge for FHA, and its
performance over this period has proven its critical role in America’s mortgage market.

Beginning in the 1990s, with the emergence of new mortgage products bundled by Wall Street
investment firms into private mortgage-backed securities, the mortgage market underwent a
historical shift. The new lending featured products with dangerous loan terms such as steep
rate resets, prepayment penalties, and negative amortization, and underwriting ranged from
poor to nonexistent.'? Yet because teaser rates and other pricing gimmicks made these loans
appear more attractive and because mortgage brokers needed to do less paperwork and were
offered better compensation for pushing these loans,™® many borrowers who would have
qualified for prime conventional or FHA loans ended up inthese dangerous subprime loans
instead.?

As private subprime lending gained market share for low down payment borrowers during this
period, FHA's market share plummeted. in' 2001, the Federal Housing Administration insured 14
percent of home-purchase loans; by 20086, that number had decreased to less than 4 percent.??
Some lenders expressed concern about FHA's very survival,

When the bubble fueled by this unsustainable lending finally burst in a flood of delinquencies,
defaults, and foreclosures, the housing market teetered onthe edge of collapse. The Wall
Street firms that had fueled the private label securitization stopped providing capital; banks and
thrifts pulled back, and subprime and nontraditional lending essentially came to a halt. Fannie
Mae and Freddie Mac were placed under conservatorship when their capital proved
inadequate, and they both imposed new fees, including steep risk-based pricing that
significantly limited the ability of the mortgage giants to serve any but the most pristine
borrowers. Private mortgage insurer, or PMI, activity plummeted,? with some PMI companies
failing and regulators taking over others.?> For many lenders and borrowers, FHA was the only
place to turn. {see Figures 1 and 2)
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Figure 1:

First Lien Origination Volume and Share

# GSE securitization.  WEHANVAsecuriisstion  WPLS securitiation = Bank portfolio
Sy, percent
it e

%

2L5%

SLi%

0%
%

SN O003 0 R0 2005 06 00V 2008 30 00 WM M e
Sournes i o Firianoe s Urbaes Inditute Q2

Figure 2: The Federal Housing Administration’s countercyclical market share

e EA Wlarket Shays vooese Biadian Sales Prive

"

502

200F04
200101
1

o
o

]
=
=

25302
014G
404

1%

B =

Four-quarter moving market share. Source: Inside Mortgage Finance; National Association of Reaitors®; Moody's
Economy.com. Compiled by Kevin Park and Roberto Quercia at the UNC Center for Community Capital.



51

Moody's Analytics estimated that if FHA had not been available to fill this gap, mortgage
interest rates would have more than doubled, new housing construction would have plunged
by more than 60 percent; new and existing home sales would have dropped by more than one-
third; and home prices would have fallen twice as far as they did.?® The analysis suggests that a
second collapse in the housing market could have sent the U.S. economy into a double-dip
recession, causing the economy to shed another 3 million jobs and the unemployment rate to
rise an additional 1.6 percent.?” We can only imagine what this additional damage would have
meant for losses and taxpayer costs at Fannie Mae and Freddie Mac, as well as other large
financial institutions involved in the mortgage market.

Without FHA, the mortgage market would still be in far worse shape than it is. Since stepping
into the breach in 2008, FHA has backed more than 5.5 million home-purchase loans and
helped another 3.5 million families lower their monthly payments by refinancing.?®

Equally important is the composition of FHA borrowers. In 2014, 81 percent of FHA
endorsements in 2014 were for first-time homebuyers.? {see Figure 3)

Figure 3:

Exhibit 3. First:-Time Homebuyer Shares of Purchase-Money Loans
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Moreover, in 2014 more than three-quarters of FHA's endorsements®® were for home-purchase
loans, whereas only half of Fannie Mae and Freddie Mac originations were for home-purchase
loans.3! In 2013, although FHA only constituted about one-fifth of the overall market,? it
hacked almost half of the home-purchase mortgages obtained by African Americans and Latino
homebuyers.??

Even as the economy recovers, first-time homebuyers and other lower-wealth households still
cannot access conventional loans, yet their participation remains critical to the health of the
mortgage market. Right now, for a conventional home-purchase mortgage, the average FICO
score is 752, while for FHA, is it closer to 680—still much tighter than historical norms, but
more accessible to the typical household (nationally, the median credit score is 711).3*
Additionally, homeownership rates for young people—ages 25 to 34—are among the lowest in
decades™ at a time when it is most important to have new households entering the market.
The Bipartisan Policy Center estimates that Echo Boomers—those born between 1981 and
1995—will drive 75 percent to 80 percent of owner-occupied home acquisition before 2020 as
Baby Boomers sell off their homes.3® Homes are significant reservoirs of wealth for Boomer
families, and their retirement security and ability to remain independent may be significantly
affected if new households are unable to provide sufficient effective demand for these homes.

1L Current financial condition: Recovering from its crisis role

Today, FHA’s Mutual Mortgage Insurance Fund is back in the black, with a value of positive $4.8
billion.?” The current state of the fund reflects a $21 billion dolar improvement over the past
two years. While the agency has not yet rebuilt its capital cushion to the statutory 2 percent
level, it is well on its way o doing so while continuing to balance its dual mission of supporting
homeownership while maintaining the fund.

FHA's January 2015 announcement in January 2015 that it would reduce its annual premium
deserves fuller explanation. Since the crisis, FHA has increased its premiums five times,
including increasing both the upfront premium and the annual premium and disallowing the
cancellation of the annual premium after the loan-to-value ratio hits 78 percent.’® This recent
reduction applies only to the amount of the annual premium and only partially rolls back the
increases made since the crisis. The upfront premium remains unchanged and the annual
premium is still in place for the life of the loan.

Even after the premium cut, the Office of Management and Budget, or OMB, projects that new
loans in FY 2016 will make a net profit to taxpayers of 3.7 percent on an average FHA loan—and
a gross profit to taxpayers of $6.423 billion**—and both FHA actuaries and Moody’s Analytics
have found the premium reduction will not make a very significant difference in the time it
takes FHA to reach the 2 percent mark.* in short, this is a modest, carefully calibrated action
that strikes the proper balance between increasing access to credit and maintaining fiscal
prudence.
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Chairman Jeb Hensarling’s claim that the U.S. Department of Housing and Urban Development,
or HUD, is violating the law by reducing its annual prémium at a time when the ratio has not yet
returned to 2 percent® takes the required ratio out of the context of the entire statute.
Specifically, when the insurance fund is undercapitalized, the HUD secretary may “propose and
implement any adjustments to the insurance premiums” and must consider FHA’s capital
requirements alongside other “operational goals,” including “meeting the needs of homebuyers
with low down-payments and first-time homebuyers by providing access to mortgage credit.”®

As HUD Secretary Julidn Castro explained in his recent remarks to this committee, after FHA
analyzed the effect of these increases, their'data showed that the increases had resuited in FHA
collecting about $17 thousand from each borrower to cover projected risk of less than $5
thousand.®® This massive overcharging was negatively affecting FHA’s mortgage volume, and
while it is possible that some borrowers may have gone to the conventional market, given how
many FHA borrowers cannot access the conventional market, it appeared more likely that
otherwise underserved borrowers were simply ot accessing the market at all. Additionally,
especially as Fannie Mae and Freddie Mac reduce their own down payment requirements; FHA
has an obligation to ensure the credit quality of its entire book of business, which means
avoiding excessive adverse selection.

in short, correcting the pricing to meet the homeownership needs of its target marketand to
ensure the credit quality of its business is as important within the context of the statute as
reaching the required capital ratio, especially when it is done in a way that doesnot
significantly alter progress toward reaching the ratio. Considering that the 1990 statute initially
gave FHA 10 years to grow its reserves to'the 2 percent fevel, expecting FHA toreturn to that
level far more rapidly after the worst economic downturn since the Great Depression is
unrealistic and could put the taxpayer at increased, not decreased, risk.

Beyond the question of the premium reduction, it's important to understand exactly what the
actuary is measuring and what the capital reserve ratio means. The actuary takes a very
conservative-approach, examining whether, if the agency were to stop insuring loans today, it
has enough cash and reserves on hand to meet all of its existing insurance obligations. The 2
percent standard is unrelated to whether the agency has sufficient cash on hand to meet day-
to-day obligations; the 46 billion it has is projected to be more than enough.* The 2 percent
capital reserve ratio refers to a rainy-day fund, ora cushion, over gnd gbove the amount that
the actuary currently believes is necessary to pay claims.

in the case of FHA, evaluating its financial position without accounting for its future business is
especially conservative given that the agency's future business is likely to be far more profitable
than in the past. The increased premiums FHA is collecting (even after the recently announced
premium reduction), the policy and process improvements that are detailed in the previous
section of this testimony, and the very high credit quality loans on its books are leading to
record profits.”® For example, the number of borrowers with credit scores below 620 has
declined precipitously since 2008.%5 Loans insured from FY 2010 through 2014 are expected to
contribute $45 billion to the fund over their lifetime (see Figure 4).
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Figure 4:
Book Value by Cohort
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Other indicators of high-quality business include the following: ’
e A 13 percent improvement in serious delinquency rates since last year.
e Loans insured in FY 2010 through 2013 are four times less likely to be seriously
delinquent than loans insured from FY 2007 to 2009.
# Recovery rates—the amount of an insurance claim FHA can recover through actions
such as home sales—have improved by 64 percent over the past two years.”
s Early payment delinquency rates—which is the rate at which borrowers miss three

payments in the first six months after origination, and a good measure of whether the

agency is insuring bad loans—have declined dramatically from about 2 percent in 2007
to only one-quarter of a percent in 2013.

& FHA's failure rate—the sum of to-date claims and loans in foreclosure-—continues to

improve for each subsequent book of business.*®

Note that the excellent performance of the loans described above is based on business that
consists predominantly of low down payment loans made to households with credit scores

typical of the American public. In FY 2014, 75 percent of borrowers had loan-to-value ratios
above 95 percent, and the median borrower credit score was 680, which demonstrates the
ongoing strength of the core FHA business model.

it is also likely that FHA’s financial position will continue to improve because the strains of

recent years were primarily due to projected and realized losses from FY 2007 through 2009

loans—loans strongly impacted by the recession and increases in unemployment, declining
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home price values, and low levels of premium revenue. {see Figure 5) During those years, FHA
was ramping up its production 450 percent to compensate for the virtual collapse of private-
label loans, realizing that investing in these loans would likely lead to losses, but those losses
would pale in comparison to the losses suffered if the market were allowed to experience a
devastating collapse.®

As noted previously, a significant portion of these losses stem directly from the seller-funded
down payment assistance program, which is expected to lead to 25 percent of the losses in the
2007-2009 books and ultimately cost the agency 316 billion dollars in losses, according to the
independent actuary.™ If not for these loans, FHA would be significantly closer to meeting the 2
percent capital ratio, and it is unlikely it the agency would have required a draw from the
Treasury.

rigure 5: Crisis Era Loans Are Damaging FHA's Finances,

Despite Strength of Recent Business
Percentage of FHA-backed mortgages that have missed ot least three consecutive
payments or are in foreciosure/bankruptey processing by origination year
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SQURCE: FHA Quarterly Report to Congress on FHA Single-Family Mutual Mortgage Insurance Fund Programs,
Fourth Quarter of 2014

Overall, FHA-insured loans perform much better than

subprime loans
Percentage of morigages that have missed at least three consecutive payments
20% or are in foreclosure processing by type of loan 17.68%
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SOQURCE: Mortgage Bankers Association National Delinquency Survey, Fourth Quarter of 2014

Another significant contributor to FHA's financial weakness has been its reverse mortgage
portfolio, which currently has an economic value of negative 1.17 billion. The new estimated
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value for reverse loans is a decline from the FY 2013 value, a decline primarily driven by
expectations for higher interest rates in the long term. Due to the nature of reverse mortgages,
most default risk lies far in the future, meaning that their value is extremely sensitive to small
changes in interest rate expectations.>

Here too, FHA has made policy changes that will help its financial position, as noted previously.
As a result of these changes, the independent actuary projects that the next five years of
reverse mortgage originations will be profitable for FHA, which will reduce the shortfall FHA
faces on this business line.5?

I1l. Recommendations moving forward

While FHA has taken critical actions to protect taxpavers, strengthen their risk- management,
and ensure borrowers recelve loans in which they can succeed, additional steps are still
needed. We believe these steps will further reduce risk to the taxpayer while enhancing access
to mortgage credit for qualified households and strengthening neighborhoods.

One very important way in which FHA lending could be made even safer is to encourage and
fund broader availability of housing counseling. FHA had developed a pilot program to do so
called the Homeowners Armed with Knowledge, or HAWK, program. HAWK would have
connected new homebuyers with high-guality housing counseling in exchange for a reduction in
mortgage insurance premiums. The program made good economic sense: Research suggests
that pre-purchase housing counseling can play an important role in reducing loan delinguency
rates, likely by ensuring that borrowers understand the risks and costs of homeownership and
by encouraging borrowers to buy a home they can afford.> HAWK also inciuded a yet-to-be-
introduced component that would link troubled borrowers with housing counselors, which
significantly improves a homeowner’s chance of avoiding foreclosure >

Unfortunately, Congress used the FY 2015 spending bill to prohibit HUD from implementing
HAWK, although due to the nature of the vote, there was no meaningful discussion or debate
about the merits of the program. CAP strongly recommends that Congress reconsider this
decision and discuss whether FHA could implement the program in a way that Congress would
support.

Congress should also support FHA's ability to invest in its infrastructure and quality assurance
processes. The administrative fee proposed in the administration’s FY 2015 and 2016 budgets
could serve as a starting point for discussions.>® in the meantime, Congress can enable FHA to
better manage its counterparties by giving the agency the authority it has requested to better
monitor and enforce lender and servicer compliance, including enhanced indemnification
authority, expanded authority to terminate lenders, and the authority to transfer servicing from
underperforming servicers.

To encourage lenders to serve more borrowers, FHA should complete its work on its Quality
Assurance Taxonomy and certification process, and it should also complete work on creating a
supplemental performance metric as a companion to the Compare Ratio® that will take FHA’s
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target mix of borrower characteristics into account when evaluating the performance of a
lender’s loans. By reducing lender uncertainty and combating misaligned incentives for lenders,
each of these efforts will help expand access to credit for creditworthy borrowers who meet
FHA’s underwriting requirements. Congress can further support these efforts by giving FHA the
authority it needs to modify the Compare Ratio.

While FHA has recently updated its loss mitigation requirements, including a revised set of
alternatives to foreclosure that every servicer must consider before completing a foreclosure,
many servicers do not appear to be complying with these rules. FHA should therefore require
that a servicer provide clear proof that it complied with these new guidelines before it pays out
an insurance claim. FHA also should require that its loan servicers give homeowners notice
describing FHA’s loss mitigation option and develop an effective mechanism through which
homeowners can address a servicer's noncompliance with FHA's loss mitigation requirements,
Additionally, as FHA continues developing its handbooks, it should continue to work with
homeowner representatives to clarify important issues covered by the servicing

handbook, such as treatment of successors-in-interest, the effect of bankruptcy, and relation of
the handbook to existing regulations.

We also suggest the following improvements to the DASP note sales program.5®

# FHA should require all buyers to work with existing homeowners to keep them in
their homes if possible through-a sustainable; permanent loan modification or to
provide them with a foreclosure alternative such as a short sale or deed-in-lieu of
foreclosure if a modification is not possible—perhaps using the Treasury
Department’s Making Home Affordable program.

e For properties where foreclosure cannot-be avoided; FHA should require buyers to
prioritize selling to owner-occupants, donating them to a nonprofit or local
government or converting them into a well-maintained, affordable rental unit.”

e FHA should help nonprofits participate effectively in the bidding process because
neighborhood-based nonprofits often produce the best outcomes for families and
neighborhoods.

+ Before placing loans in a sale pool, FHA should ensure that mortgage servicers have
fully complied with the agency's requirements for attempting to assist borrowers
and that the home is still occupied before placing & loan into distressed mortgage
sate programs.

# FHA should collect and share more detailed performance data about the programs
so the public can fully understand their effectiveness.

Another way that FHA can help hard-hit neighborhoods is to improve its mortgage product
for homes that need rehabilitation, which is known as the 203(k) program. This program
allows homebuyers to include renovation and repair costs in their mortgage. Beyond
improving it for individual homeowners, FHA could provide expanded access to the program
for nonprofit affordable-housing and community development groups.
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To further improve reverse mortgages, HUD should provide meaningful protection for surviving
spouses when they are not named on the loan to prevent them from losing their home at a very
vulnerable time of life. Recently, HUD developed an option that would allow for the early
assignment of the HECM mortgages at issue to the agency.5® Unfortunately, most surviving
spouses will not be able to use this option, both because many will not be able to come up with
the funds necessary to qualify for the option and because a lender has discretion whether or
not to permit this option.

in terms of involving private capital, if FHA considers pursuing single-family risk sharing as a
means to more accurate pricing of FHA insurance and more protection of taxpayers,
policymakers need to proceed cautiously and learn from the past. Previous programs of this
nature have harmed FHA’s bottom line due to improper alignment of incentives and
considerations of the different objectives of counterparties.5

FHA has both a business and public policy function: it runs a large insurance company and
should do so in a prudent and fiscally responsible manner. But its overarching mission is to
serve borrowers and communities rather than to return a profit to shareholders. Private
counterparties will focus only on the bottom line, which can be an effective force when
properly harnessed but can sometimes conflict with FHA’s policy goals. It is also important that
private capital not cream profits in a way that would destabilize the insurance fund. Because of
these different missions, it might make more sense to involve private capital and PMI
companies in the national housing market through expanding the risk-sharing oppertunities at
Fannie Mae and Freddie Mac rather than through FHA.

However, if FHA moves in this direction, it should structure any efforts at risk sharing very
deliberately to advance rather than compromise its mission. The agency will need to establish
strong standards for counterparties, have the resources to adequately police these
counterparties, and have the political independence necessary to enter into only those
agreements that make sense and to terminate partnerships with bad partners as needed.

Finally, FHA should continue to explore how to improve risk estimates on FHA insurance,
However, it would be a mistake to approach this problem by intentionally inflating the cost of
that risk through so-called fair-value budget reporting. instead of improving the accuracy of
cost estimates for credit programs, it actually makes them less accurate by biasing apparent
costs upward, and distorts the government’s true fiscal position.® According to a recent
analysis by Enterprise Community Partners, a shift to fair-value reporting would cost FHA $18
billion in resources, which could seriously limit FHA’s availability to the market.®® in other
words, it could cause serious harm to programs such as FHA while doing nothing to actually
reduce taxpayer exposure to loss.
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Conclusion

FHA plays a key role in helping creditworthy homebuyers-—especially those of modest means—
obtain access to credit to purchase a home. Owning a home provides economic and social
stability for middle-class families, builds wealth that can be leveraged and transferred across
generations, and encourages residents to maintain their properties and invest in their
communities.

In recent years, FHA has worked hard to balance its mission of supporting homeownership with
its obligation to protect the insurance fund in a dynamic environment. Just as the significant
increases in premiums over the past several years heiped reverse the downward financial
irajectory, the recent recalibration of the premium will help ensure that FHA continues to be
available to the underserved borrowers that most need it.

Additionally, today's hearing highlights the importance of a continued conversation about the
future of housing finance in America across all channels. Fannie and Freddie cannot remain in
conservatorship indefinitely, and the market needs a steady supply of first-time homebuyers
who can then become move-up homebuyers. Many of these buyers will be people of color or
young people shouldering student debt, and they may not have the means to put 20 percent
down. Important questions must be resolved about how to bring private capital back into the
market, how to minimize government and taxpaver support while still providing long-term,
sustainable lending, and how to serve the buyers of the future.

t welcome the opportunity to discuss these important matters with you in the coming months.
Thank you again for inviting me today, and ! look forward to your guestions.
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Statement of Rohit Gupta
President & CEQ of Genworth Mortgage Insurance &
Chairman of US Mortgage Insurers
Before
House Financial Services Subcommittee on Housing & Tnsurance
Thursday, February 26, 2015

Futare of Housing In America: Oversight of FHA ~ Part 11

Chairman Lentkemeyer and Ranking Member Cleaver, thank you for the invitation fo testify
before the House Financial Services Subcommitiee on Housing & Insurance. My nameds Rohit
Gupta and I am the President and CEO of Genworth Morigage Insurance. 1also serveas
Chairman of U.8. Mortgage Insurers (“USMI™), a trade association that began operations in
2014, USMI represents six of the industry’s seven private mortgage insurers and is based here in
Washington.

As private mortgage insurers, we play both a complementary and a competitive role with the
Federal Housing Administration — the “FHA™ - by imaking it possible for home ready borrowers
to purchase a home with less than a 20% down payment. - We appreciate the opportunity fo
testify this morning on the important topic of the ongoing role of the FHA, and to answer the
subcommittee’s guestions. :

In my testimony this morning, I will cover the following topics:

¢ How private MI works, and how owr industry différs from the FHA program —and why
those differences matter.

& How private MI weathered the housing crisis, the lessons we learned and how we have
used those lessons to strengthen our business model,

= How private Ml is positioned to play an even more significant role to facilitate a stable
and strong housing market going forward as work on housing reform continues.

How Private MI Works — M1 vs, FHA.

The private mortgage insurance industry has been in éxistence for over 50 years, Ttis the
primary form of private capital-backed credit enhancement for Jow down payment lodns. We are
regulated by state departments of insurance. States oversee our business conduct, review the
rates we charge and establish capital requirements, generally at a risk to capital ratio of 25:1
(four percent of risk insured). In addition, Fannie Mae and Freddie Mac impose MI eligibility
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requirermnents that an MI must satisfy in order to be eligible to do business with the GSEs. Those
standards, known as PMIERS, have been in place for decades and are in the process of being
updated. The updates will include significantly higher capital requirements going forward.

Private Mls insure loans with down payments as low as three percent for borrowers with FICG
scores down to 620. We underwrite loans based on a variety of factors. Our underwriting is
grounded on the “3 Cs” of underwriting — credit (what is the borrower’s history of managing his
or her credit), capacity (does the borrower have the financial résources to meet his or her debt
obligations) and collateral (is the down payment and home value sufficient to support the amount
being borrowed). In the past year, MiIs helped almost 600,000 borrowers purchase or refinance
their homes. Almost half of the Joans we insured went to first time homebuyvers, and
approximately 40% went to borrowers with incomes at or below $75,000.

FHA is a government guaranteed mortgage insurance program that was created in 1932, While
the dimension of the program has changed over the vears, its primary mission continues to be
targeted at low and moderate income borrowers, members of underserved communities and first
time homebuyers. The program insures loans with down payments as low as 3.5%, charging an
upfront premium which typically is financed into the loan amount, and an annual premiuin that is
added to the borrower”s monthly mortgage pavament. FHA insurance essentially covers 100% of
losses in the event a borrower defaults, and the insurance coverage remains in place for the life
of the loan.

The FHA’s insurance fund is subject to a minimiun siatutory capital reserve requirement of two
percent of the risk insured, although the FHA is permitted to continue insuring loans even if its
capital falls below that statitory minimum. The FHA s capital ratio is currently 0.41% of risk
insured, one-fifth of the required minimum.

The very business of the private M1 industry 1510 put its own capital at risk in a first loss position
on the loans we insure. This matters for several reasons, especially:

¢ Because we put our own capital are risk, we have a powerfid incentive to verify that the loans
we insure are prudently underwritten and sustainable. And, if a borrower experiences
hardship, it makes good business sense for us to help that borrower stay in the home and
avoid foreclosure. So-our capital at rigk aligns our interests with those of borrowaers,
mortgage lenders, investors and the overall housing market.

= Taxpayer risk 1s extremely remote on loans we insure. In the unfortunate event a loan
defaults, borrower equity and our MI claim payment stand ahead of any GSE guarantes. In
many cases, losses to the GSEs are far less on defaulted loans with MI than on bigger down
payment loans that do not have MI coverage. See the Housing Finance Policy Center Brief
entitled “Loss Severity on Residential Mortgages, Evidence from Freddie Mac’s Newest
Data” published by the Urban Institute in February 2015 for more on how MI mitigates
losses to the GSEs.

& The MI business model builds capital during strong markets so that capital is available to pay
claims during downtums. Mortgage insurance premium income, capital and reserve



66

requirements combine to provide countercyclical protections against housing downturns.
During times of market stress (for example, the “Oil Patch” in the mid-1980s), mortgage
insurers experienced high levels of losses and our risk to capital levels rose accordingly. As
markets stabilize, higher earned premiums and lower claims paid typically enable the
industry to replenish our capital base. This countercyclical model was severely tested by the
global financial crisis, and as expected, risk to capital ratios rose in the face of unprecedented
losses. In recent years, housing markets have recovered, loan performance has improved,
MIs adjusted our guidelines and pricing, and our industry has attracted significant amounts of
new capital. These factors have combined to result in materially improved risk to capital
ratios. Today, our industry is well positioned to pay claims and write new business.

How MI Weathered the Crisis/Lessons Leamed.

Like all of the housing finance market, our industry faced unprecedented challenges as a result of
the global financial crisis. But USMI member companies never stopped paying claims, and we
never received any bailout money from the federal government. Since the onset of the housing
crisis, our industry has covered over $44 billion in claims 1o the GSEs, claims that otherwise
would have been on the shoulders of taxpayers, And we have attracted approximately $10
billion in new capital during this time. Three Ml companies did exit the busingss, but they all
continue paying claims. In addition, three new companies have entered the business since 2008:
a significant vote of confidence in the private MI business model [See Appendix A fora
snapshot of the state of the MU industry].

Coming through the housing cycle, we heard concerns from investors and counterparties
regarding our willingness to pay claims, cur ability to pay claims and lack of transparency into
our clatms paying practices. And we addressed each of those concerns, working closely with
state regulators, FHFA and the GSEs. We have significantly shored up our capital with all
companies operating at capital ratios of 18:1 or'better. This is equivalent to capital of at least
five percent of risk nsured for all Mis. In October 2014, each MI put into effect new master
policies that provide contractual certainty regarding how and when we pay claims. Later this
vear, the GSEs and FHFA will finalize revised PMIERs that will require our industry to-operate
under new risk-based capital requirements significantly higher than our current requirements,
The revised PMIERs will represent a reliable, transparent and comprehensive counterparty
framework that sets standards for both capital and operational capacity for our industry.

The Role of MI Going Forward.

The Committee asked us to comment on FHAS role as it relates to the re-entry of private capital.
Qur industry differs from the FHA in some fundamental ways, and those differences enable
private Mis to play an imporiant role in a sound and stable housing finance market. FHA and
private Mis can and should serve as complementary forces that enable the FHA to remain
focused on its fundamental mission of serving underserved markets that the private sector may
not be best suited to reach. But for this model to work properly, it is critically bmportant that the
FHA not stray too far afield from that mission [See Appendix B for a high level comparison of
Private M and FHAL



67

The recent decision to lower anpual mortgage insurance premiums at FHA, for example, has two
immediate consequences: (1) it stows the trajectory of FHA attaining the 2% minimuam capital
requirement; and, (2) it limits the ability of private MI companies to serve their traditional role in
higher LTV markets [See Appendix C for charts detailing the impact of the FHA price decrease].
These consequences matter for a housing finance system that is still rebounding from the 2007-
2008 cycle and for a systeny— by most every account — preferring the return of private capital to
support ULS. housing finance.

To summarize, the private MI industry is not merely “an alternative to FHA,” we are a highly
capitalized, strongly regulated, proven countercyclical credit enhancement that reduces taxpayer
exposure. We are among the best positioned to continue to serve the housing market as it exists
today and as you consider housing finance reform going forward. The current application of
Standard Cover private mortgage insurance is a very good place to start — as recognized in most
of the GSE reform efforts included i the 113 Congress [See Appendix D for a description of
Standard Coverage]. But more can be done to make the risk to the federal government even
more remote:

e Beyond or in addition to Standard Cover, encourage supplemental or deeper private
credit enhancements to further distance the government exposure; and,

e Encourage the use of additional risk sharing to transfer real risk from the government
balance sheet — both the G8Es and with FHA ~ over to private Mls.

As Congress continues the important work on comprehensive housing finance reform, we
strongly believe that reform should include a single industry wide standard on QM {Qualified
Mortgages); there should be a single industry standard for permissible seller concessions (three
percent permitted in the conventional market); and there should be a common sénse approach to
FHA loan limits tied to current home prices in each geographic region.

We appreciate the opportunity to.testify before this subcommittee and look forward to
responding to any questions you may have.
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Chairman Luetkemeyer, Ranking Member Cleaver, and members of the committee, thank you for
the opportunity to appear today and share my views on the financial status of the Federal Housing
Administration {FHA). It is vitally important to reassess the health of FHA’s Mutual Mortgage
Insurance Fund (MMIF) in light of recent reductions in premiums. In this testimony, I wish make
three basic points:

= FHA’s annual mortgage insurance premium reduction stands to seriously affect the trajectory
of the MMIF and ongoing efforts to limit the government’s footprint in housing finance. [
applaud the committee for taking a critical look at the implications of this decision,

s HUD and FHA officials have prioritized borrower savings over statutory requirements and the
MMIF’s financial integrity. Their actions ignore recent history and jeopardize FHA's ability to
fulfill its mission going forward,

*  Finally, the decision to prematurely reduce premiums only underscores the long overdue need
to simultaneously reform FHA and address damaging weaknesses in the U.S. housing finance
system.

Let me provide additional detail on each in turn.
FHA’s Fiscal Qutlook
Background

After the housing bubble burst, FHA expanded the scope of its mortgage insurance program in
response to the massive loss of private liquidity. In this effort, FHA depleted its capital reserves
and required $1.7 billion from the Treasury Department in 2013 to bolster its finances.

FIGURE 1. FHA CAPITAL RATIO PROJECTIONS BY FISCAL YEAR.
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The capital ratio represents the economic value of the MMIF {essentially assets less labilities plus
the projected cash flow of current books) as a percentage of FHA's total insurance-in-force. FHA
reported its capital ratio in FY 2014 to be 0.41 percent, lower than the 1.22 percent that was
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previously estimated.! The projected return to FHA’s congressionally mandated minimum has
therefore been pushed back another year to 2016 as shown in Figure 1.

Effects of Premium Reduction

Announced in advance of President Obama’s state of the union address and effective January 26,
2015, FHA lowered annual mortgage insurance premiums by 50 basis points {(bp) or 0.50 percent,
the latest in a concerted effort to expand credit availability.? This decision directly affects FHA’s
fiscal outlook in these ways:

s Lower prices mean less revenue. Cutting annual premiums by nearly 40 percent will
expectedly reduce incoming cash flow. It would be difficult for FHA to pull in enough new
volume above prior projections to make up that loss in revenues. Furthermore, those new
volumes would have to come from borrowers previously priced out or borrowers that would
have chosen private mortgage insurance. And both options come with caveats: Buyers who
found FHA cost-prohibitive previously and were therefore unable to purchase a home are
likely to have high loan-to-value ratios (LTVs) and/or low FICO scores that private mortgage
insurers would not serve without higher pricing to compensate for the risks. These borrowers
are more likely to become delinquent and therefore result in losses for FHA, which could easily
turn to taxpayer losses without a restored capital buffer. The second option, pulling berrowers
away from private companies, runs firmly against the bipartisan policy objective of limiting the
government's involvement in mortgage markets following years of unprecedented and risky
government support.

¢ Delay reaching congressional mandate. In its last actuarial report, FHA's capital ratio was
projected to reach exactly 2.0 percent in 2016. Even a small reduction in incoming cash flow
will easily push FHA short of reaching that projected capital ratio, all else staying equal.
Regardless of the premium reduction impact, the MMIF’s economic value has come in
consistently lower than estimated for the past 12 fiscal years. In FY 2012 alone, actual
economic value was $22.8 billion less than projected.

*  More refinancing. When coupled with interest rates near their lowest level since mid-2013,
the reduction in premiums may also encourage a number of FHA borrowers to refinance into
lower payments. The Urban Institute estimated that 2.4 million current borrowers could stand
to benefit from refinancing.® Satish Manusukhani of BofA Merrill Lynch similarly estimated
three million borrowers could save money by refinancing, though many would not* Increased
refinancing could further reduce expected revenue by encouraging prepayment.

1 The capital ratio can be calculated by combining the economic values of MMIF and HECM Fund divided by
the total amortized insurance-in-force found here:

hetp://portalhud.gov/hudportal/HUD sre= /program offices/housing/rmra/oe/rots/actr/actrmeny

2 HUD Press Release, FHA to Reduce Annual Insurance Premiums, {January 8, 2015);
http://portalhud.gov/hudportal /HUD?sre= /press/press releases media_advisories/2015/HUDNo 15-
001

3 Karen Kaul, Laurie Goodman, & Jun Zhu, Urban Institute, More than one in three FHA borrowers could save
money by refinancing today, (February 16, 2015); http://blegmetrotrends.org /2015 /02 /fha-borrowers-
save~money-refinancing-toda

+Joe Light, WS], Fee Cut, Lower Rates Could Boost Mortgage Refinancings, (January 12, 2015);

httpy/ /www.owsicom/articles flee-cut-lower-rates-could-boost-morteage-refinancings- 1421105102
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*  Added risk. As mentioned previously, in lowering premiums FHA is attracting two kinds of
borrowers—those that would have otherwise chosen private mortgage insurance or
borrowers with high LTVs and/or low FICO scores that had been priced out of the market. The
50-bp reduction in premiums allows FHA to undercut conventional pricing for many
mortgages with very low down payments and those for borrowers with low FICO scores, loan
characteristics generally acknowledged to have greater inherent risk.®

« Pushes out private capital. Discussed in further detail below, FHA stands to undercut private
mortgage insurers by reducing prices, which may increase FHA’s market share at a time when
the government should be reducing its footprint in housing finance.

Documented History of Missed Projections

Adding to concern surrounding premium reductions, FHA's recent history has been plagued by
missed projections. These missed projections enhance the perception that FHA downplays risks
borne by taxpayers and cast doubt on the assumption that FHA will continually improve as
projected despite cutting annual premiums. Since FY 2009, FHA's capital ratio has been below the
2 percent minimum mandated by Congress. FHA has repeatedly projected marked improvement
only to miss its targets (see Figure 1).

In every actuarial review since 2003, the economic value of FHA's MMIF has come in lower than
what was projected the previous year {see Table 1}. While FHA has in the past pointed to
programs like home equity conversion mortgages (HECM) or the prevalence of seller-funded
down payment assistance for losses greater than anticipated, erroneous economic assumptions
and volume forecasts are more frequently to blame.

TABLE 1. MMIF ECONOMIC VALUE {5 BILLIONS)

PROJECTION ACTUAL DIFFERENCE

2000 $16.64 $16.96 $0.32

2001 $20.23 $18.51 -51.72
2002 $22.54 $22.64 $0.10

2003 $27.27 $22.74 <5453
2004 $27.70 $21.98 -$5.72
2005 $24.43 $21.62 -$2.81
2006 $22.70 $22.02 -50.68
2007 $23.13 $21.28 -61.85
2008 §22.75 $12.91 -$5.84
2009 $15.82 $2.73 -$13.08
2010 $7.88 $5.16 -82.72

2011 $10.97 $1.19 -58.78
2012 $9.35 -413.48 -$22.83
2013 -$2.58 -57.87 -$5.29
2014 $7.84 $5.93 -61.91

SOURCE: FHA ACTUARIAL REPQRTS, FY 2000 — FY 2014

5 See Ken Lam, Robert M. Dunsky & Austin Kelly, FHFA, Impacts of Down Payment Underwriting Standards
on Loan Performance - Evidence from the GSEs and FHA Portfolios, (December 2013);

508.pdf
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The outsized role the government plays in housing continues to be a primary bipartisan concern,
yet lowering FHA premiums will exacerbate that problem. The effort will likely preserve or even
expand FHA’s market share by making its mortgage insurance cheaper for prospective borrowers
than what is offered by private companies, In Table 3, boxes are shaded red if FHA-insured
mortgages elicit cheaper monthly payments than conventional mortgages {private mortgage
insurance with a GSE guarantee). Conversely, they are shaded green if conventional mortgages
would have lower monthly payments than FHA.

With the reduction, FHA is more competitive amongst FICOs below 680 and narrows the gap for
FICOs between 680 and 720, regardless of LTV. Though other factors play into choosing whether
to opt for private mortgage insurance or FHA, pricing premiums lower across the board makes
FHA a cost effective choice for many more borrowers,

Adding to the likelihood that FHA captures business that might otherwise go to private mortgage
insurers, the implementation window for the premium reduction was made curiously short when
compared to prior premium changes, giving companies little time to adjust. Shown in Table 4, the
announced 50 bp decrease in annual premiums became effective January 26, only nine business
days after FHA released a mortgagee letter instructing lenders on the change. Earlier premium
changes gave mortgage market participants anywhere from 22 to 82 business days between
announcement and effective dates.

TABLE 4. FHA PREMIUM CHANGES SINCE 2010

MORTGAGEE ANNOUNCEMENT DAYSTO
LETTER DATE EFFECTIVE DATE IMPLEMENT*
50 8P UFMIP INCREASE 2010-02 JANUARY 21, 2010 APRIL 5, 2010 50
125 BP UPMIP DECREASE & 2010-28 SEPTEMBER 1, 2010 OCTOBER 4, 2010 22

35 BP ANNUAL MIP INCREASE
25 BP ANNUAL MIP INCREASE 2011-10 FEBRUARY 14, 2011 APRIL 18, 2011 43
10 BP ANNUAL MIP INCREASE & 75

8P UFMIP INCREASE 2012-04 MARCH 6, 2012 APRILG, 2012 23
25 BP ANNUAL MIP INCREASE™* 2012-04 MARCH 6, 2012 JUNE 11, 2012 67
10 BP ANNUAL MIP INCREASE 2013-04 JANUARY 31, 2013 APRIL 1, 2013 40
45 BP ANNUAL MIP INCREASE*** 2012-04

JANUARY 31, 2013 JUNE 3, 20138 82

50 DECREASE 501 Al 2
* BUSINESS DAYS ONLY—EXCLUDES WEEKENDS AND FEDERAL HOLIDAYS
**EOR LOANS EXCEEDING $625,500

*** FOR LOANS WITH LTV < 78 PERCENT

NOTE: FHA CHARGES TWO FEES — AN UPFRONT MORTGAGE INSURANCE PREMIUM (UFMIP} AND ANNUAL MORTGAGE
INSURANCE PREMIUM {ANNUAL MIP). THE RECENT PREMIUM ANNOUNCEMENT IS A 50 BP REDUCTION IN THE ANNUAL
MIP, WHICH IS PAID OVER THE LIFE OF THE LOAN WHEREAS THE UPFMIP IS DUE WHEN THE LOAN IS INITIALLY MADE.

(L

Need for Reform

FHA gained significant market share at a time when lending seized up and home prices were still
falling. For the past several years, the critical question has become how to rebuild FHA's solvency,
return it to its original mission, and return private capital to the market. Normally self-funded
through premiums, the FHA required $1.7 billion from the Treasury Department to bolster its
finances to cover losses, largely from books of business after the housing bust and the FHA's
reverse mortgage program. Most legislative proposals to overhaul the FHA have failed to pass
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both houses despite consistent bipartisan support for reform. There are three critical goals to FHA
reform:

* Limit mortgage insurance to a defined and qualified target group,
* Return the FHA to its mandated capital requirement and limit future taxpayer losses, and

s Coordinate reform of the larger housing finance system and the return of private capital with
changes to the FHA.

With the passage of the Omnibus Budget Reconciliation Act of 1990 (P.L. 101-508) and the
accompanying Federal Credit Reform Act 6f 1990 {(FCRA), Congress required FHA to operate on an
actuarially sound basis, with a capital ratio of 2 percent of insurance-in-force and an annual
actuarial review conducted by an independent contractor. Yet these safeguards have been
insufficient as there are few to no consequences for FHA when its capital ratio falls below the
mandated level.

The PATH Act passed by the House Financial Services Committee last Congress would have made
significant changes to both the structure and operations of the FHA. When evaluated on the basis
of the three goals of FHA reform, the bill would have clearly limited mortgage insurance to a
defined group, first-time homebuyers and low- and moderate-income homebuyers, increased
FHA's capital buffer and enhanced the role of the private market. Notably, by addressing FHA in
conjunction with a wind down of the GSEs, the bill was also cognizant of how misaligned pricing
limits and standards can shift market share betiween government-backed entities instead of
drawing in private capital. With FHA lowering premiums and recent actions at FHFA to encourage
high LTV lending, now is the time for both houses of Congress to revisit efforts to reform both FHA
and the GSEs.
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Introduction

Chairman Luetkemeyer, Ranking Member Cleaver, and Members of the Committee,
thank you for the opportunity to testify on the financial condition of the Federal Housing
Administration’s (FHA) Mutual Mortgage Insurance Fund (MMIF, or the Fund) and the role of
FHA in the marketplace. I am currently a professor-ofsthe-practice and executive-in-residence at
the Robert H. Smith School of Business at thé University of Maryland, as well as chief
economist for Radian Group, Inc. Prior to my roles at the University of Maryland and Radian, I
spent more than 20 years managing or leading risk management functions at major commercial
financial institutions, Fannie Mae and Freddie Mac, a bank regulatory agency and the U.S.
Department of the Treasury.

My testimony today focuses on threg areas: (1) the problems associated with assessing
the financial condition of the MMIF, (2) the effect of the FHA’s recent decision to lower annual
mortgage insurance premiums (MIPs), and (3) areas for reforming FHA. 1 also offer several
recommendations that would secure the financial viability of FHA while also clarifying and
sustaining its role in the housing finance system. These include:

Application of area median income targets to better define FHA s mission;
Development of risk-sharing arrangements;

Harmonizing the conflicting definitions of a “Qualified Mortgage™;

Tethering FHA’s risk model assumptions to line up to the GSEs in order fo have
consistent comparisons.

Unquestionably, FHA has served a critical role in our nation’s housing market by
providing affordable credit to over 40 million first-time homebuyers and other borrowers with
limited resources who otherwise would have difficulty obtaining access to credit through more
traditional private-sector sources. At the same time, FHA, in its capacity as public steward of the
$1 trillion-plus MMIF, has responsibility for maintaining the financial integrity of that fund
which, according to recent actuarial analyses, has lately experienced considerable stress, Also,
FHA should rot take actions to displace the private mortgage insurance industry, which is
serving the housing market well, and is willing and able to do even more.

The Problems with Assessing the Financial Condition of the MMIF: Actuarial Model
Flaws.

According to the latest actuarial analysis, the MMIF (including Home Equity Conversion
Mortgages) remains in an extremely weak position. By statute, the FHA is required to maintain
a ratio of capital to amortized insurance-in-force of at least two percent.! Each year, an actuarial
analysis is performed to determine the economic value of the MMIF in relation to amortized
insurance-in-force. Since 2009, the MMIF has not met this required ratio. In 2013, the MMIF
required a mandatory appropriation from the U.S. Treasury of approximately $1.7 billion, after
the determination that the Fund did not have sufficient reserves to pay all expected losses.”

! Cranston-Gonzalez National Affordable Housing Act of 1990,

 Written Testimony of Carol Galante, Assistant Secretary for Housing/FHA Commissioner, U.S. Department of
Housing and Urban Development (HUD), Hearing before the House of Representatives Commitiee on Financial
Services, October 29, 2013, p.2.
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Today that capital ratio is at only .41 percent.’ To put that deficiency in perspective, if the
MMIF were a commercial banking enterprise, under Prompt Corrcctxve Action (PCA)
requirements, it would be taken into receivership by the FDIC.?

The 2014 MMIF actuarial report estimates that the Fund will reach the two percent
capital reserve ratio threshold by 2016. To get there, economic value is projected to increase
from $4.8 billion in 2014 to $23.4 billion in 2016, a nearly 400 percent increase in two years.”
However, that projection assumes that the data; forecasts, assumptions and models supporting
the actuarial analysis are empirically supportable. One of the most pemicious risks financial
institutions face is model risk. During the years leading up to the financial crisis, many Wall
Street firms and banks fell under the spell of highly complex models for risk and valuation
analysis. These models, in many instances, broke down and materially underestimated credit
risk as key assumptions and relationships between default and risk factors were, ultimately,
flawed. The FHA’s actuarial model is no less susceptible to these issues and it is worth
describing how a number of features of the actuarial model throw the estimates of economic
value and insurance-in-force into significant doubt.

I am particularly concerned about the accuracy of the FHA s models when viewed in
light of the fact that they are at least partially relied upon for providing the FHA with confidence
in its current pricing policy decisions.

The actuarial model used to value the MMIF is acceptable in theory, but it is extraordinarily
complex. Importantly, its underlying assumptions are cause for concern and further discussion.
The model incorporates numerous statistical models describing how FHA loans transition from
one performance state, such as current, to another state, such as delinquent or prepayment over
the life of a mortgage. In addition, models are developed to predict the severity of loss once a
loan defaults. Other models are developed to forecast FHA mortgage volume and include
projections of future FHA loans” credit-risk profile. These models are developed using loan-
level FHA data that feature a variety of borrower, loan; property, and macroeconomic factors,
among others. Important macroeconomic factors that explain a default event include changes in
home price and unemployment rates. Interest rates are a key driver in the model for predicting
prepayments. A number of these models are interdependent, thus adding to their complexity,
and are subject to considerable volatility.

Because individual risk factors can have material effects on the model’s predictions, it is
crucial to ensure these models are performing in line with actual outcomes. The problem is that
no validation of model accuracy is provided in the FHA’s actuarial report. The fact that the
report provides sensitivity analysis of economic valie outcomes across a range of simulated
macroeconomic paths does not substitute for a validation of the models underlying the analysis.
This is a critical omission in the report as there is no way of determining the accuracy of these
individual models.

* Annual Report to Congress Regarding the Financial Status of the FHA MMIF, Fiscal Year 2014, HUD, November
17,2014, p.2.

*8ee 12 11.8.C.18310.

* Annual Report to Congress Regarding the Financial Status of the FHA MMIF, Fiscal Year 2014, HUD, November
17, 2014, p.35.
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One model that is critical to the macroeconomic scenarios underlying the actuarial results is
the house pricing model. The diagnostic statistic (adjusted RH reported in the study that
provides an indication of the model’s ability to predict national home price changes was 6545 In
many statistical applications, an adjusted R* of .654 should not be viewed as a providing a strong
prediction of the underlying variable of interest (home price).”

For years, bank regulators have established guidelines for commercial banks to follow in the
development of risk and valuation models. Models that are not validated in terms of their
predictive quality against actual experience raise serious concerns from a regulatory oversight
perspective. Specifically, in order for the FHA actuarial results to be considered robust and valid,
the actuarial model developers need to demonstrate that each of the underlying models used in
projecting MMIF economic value and insurance-in-force is predictive on a sample of loans
different from those used to develop the models. In other words, standard testing of the model’s
accuracy needs to include examination of each model on its own merits.

Another problem is illustrated by flaws in the mortgage volume model used to project foture
FHA loan volume. This model bas significant consequences for the actuarial results. The model
depends on projections of the credit risk profile (based on borrower Fair Isaac Corporation
{FICO) score and loan-to-value (LTV) ratio) of future FHA loans. Unfortunately, these figures
should be, but are not, supplied by an actuary or some other independent source. Instead they
come from the Department of Housing and Urban Development (HUD) itself. Specifically, the
actuarial report states;

These projected volumes are allocated among the three loan-product types
(only for fully underwritten loans) following their distribution in the most
recent endorsements over FY 2013Q3 to FY 2014Q2. HUD provided
detailed projections of the compositions of these future books of business
by LTV and credit score. Exhibits C-2 and C-3 present HUD's projected
composition for for-purchase and fully underwritten refinance mortgages.®

In my opinion, this calls into question the independence of a key piece of information, as
the credit risk profile of future books of business for FHA will certainly drive the actuarial
model’s results.

The approach taken in the actuarial model for generating an estimate of the economic
value of the MMIF requires running each of these models of borrower default behavior through
numerous scenarios {or paths) of house prices, interest rates, and unemployment rates. This

© Actuarial Review of the Federal Housing Administration Mutual Mortgage Insurance Fund Forward Loans for
Fiscal Year 2014, Integrated Financial Engineering, Inc., November 17, 2014, p. G-9.

" Note that R* ranges between 0 (no predictive power) and 1 (perfectly predictive, or that the model explains 100%
of the variation in a dependent variable such as home price change due to the explanatory factors In'the model).
According to Financial Accounting Standard 133, for hedge accounting, an effective hedge is one where the
unhedged risk is reduced from the hedge by at least 80%. The R-square or coefficient of determination provides a
statistical measure of that degree of effectiveness. Thus, an R-square below 80% would thus not qualify as an
effective hedge. See Rossi, Clifford. A Risk Professional's Survival Guide: Applied Best Practices in Risk
Management, Wiley, 2014, Pg. 354,

¥ Actuarial Review of the FFLA MMIF Forward Loans for Fiscal Year 2014, Integrated Financial Engineering, Inc.,
November 17, 2014, p. C-1.
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process of simulating various possible macroeconomic outcomes that then drive different default
outcomes is a standard analytical practice: a “Monte Carlo simulation”. However, generating
paths that are representative of future outcomes is reliant upon expert judgment in addition to
good analytical practices applied to the data. The statistical models used to generate the
simulated macroeconomic paths for projecting MMIF economic value are subject to considerable
sensitivity. In other words, the simulated paths could produce outcomes that are wildly different
depending on how clustered together or not the simulated economic paths are.

Moreover, the number of paths used to generate the actuarial model results is far too
small to provide a robust understanding of the worst default outcomes that could possibly befall
the MMIF over time. In modeling a portfolio of loans over time, the simulation generates-a
distribution of default outcomes, some better than the average and others worse than average.
From an insurance perspective, understanding those outcomes at the far end of the distribution
that result in credit losses under stress is essential to generating robust assessments of inherent
credit risk in the portfolio. Generating 100 paths does not provide statistically reliable estimates
of stress losses: for example, there is only one path that would designate the 99" percentile worst
loss. Many more paths would be needed in order to gain a more accurate view of the credit
losses at the far end of the credit distribution. To get some perspective on this, consider that a
recent study of the FHA MMIF by the Congressional Budget Office using a similar Moiite Carlo
simulation approach generated 1,000 economic paths in order to “account for uncertainty in the
estimated parameters.” By relying on only 100 simulated economic paths, the FHA actuarial
model does not adequately capture stress losses that would influence the magnitude of losses
used to project economic value of the MMIF. -

Another area that requires closer scrutiny is the data quality used to estimate the various
models. The actuarial study clearly states that while the development team reviewed the data for
integrity and consistency, they did not audit the data for aceuracy.'® In order to gain more
comfort with the results, the actual data used to generate the actuarial model results should be
independently audited.

The MMIF actuarial model is an appropriate methodology for analyzing the soundness of
the MMIF. However, my testimony has identified a number of potential flaws in the model that
could materially affect the results. Models are only representations of borrower and market
behavior and so their limitations should be well understood before being used to make public
policy decisions.

Impact of The FHA’s Recent Decision to Lower MIP’s

Beyond the model issues raised above, there are other significant issues that adversely affect
the estimates produced by the actuarial model. One of these is the reduction in annual MIP
premiums from 1.35 percent to .85 percent. The actuarial report did not take into account this
change, which would clearly lower the revenues needed to build the capital reserve to its

*Modeling the Budgetary Costs of FHA’s Single Family Mortgage Insurance,” Francesca Castelli, Damien Moore,
Gabriel Bhelich, Jeffrey Perry, September 2014, Working Paper 2014-03, Congressional Budget Office,
Washington, D.C., p.25.

' Actuarial Review of the FHA MMIF Forward Loans for Fiscal Year 2014, Integrated Financial Engineering, Inc.,
November 17, 2014, p. iv.
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statutory threshold of two percent. This would extend the timing of when the Fund would be in
compliance with the statutory threshold.

FHA sought to justify its reduction in premiums by saying that they far exceeded the
amounts necessary to cover their newly insured mortgages.” But this ignores the higher
expected losses on earlier insured loans. This is why comparing lifetime premiums on current
borrowers to their projected average lifetime losses is not a meaningful comparison for a
heterogeneous insurance portfolio comprised of & variety of borrower risk profiles over book
years subject to different economic conditions. Moreover, comparing premiums to-average losses
overlooks the fact that even good book years and borrowers face some likelihood of experiencing
a stress event, which must be taken into account.

In addition, beyond lengthening the time the MMIF finally reaches the two percent capital
reserve ratio, lowering annual MIPs directly impedes the ability for private capital to support the
housing market, which has been a stated objective of the Administration and market participants
since the financial crisis. For example, in the 2014 Annual Report to Congress on'the state of the
MMIF, HUD explicitly stated that one of its missions was to reduce the FHA’s footprint in the
market and allow private capital to return.”? ‘With an average LTV of 94 percent for all FHA-
insured loans endorsed in 2014, the agency effectively competes against high LTV conventional
conforming loans insured by Fannie Mae and Freddie Mac.”> Any mortgages insured by Fannie
and Freddie with LTVs above 80 percent are required to carry private morigage insurance. It is
in this segment of the mortgage market that FHA’s premiums introduce distortions by driving
more loans to FHA when premiums charged for certain risk attributes such as FICO and LTV are
lower than those charged by private mortgage insurers.

Lenders frequently perform what's called a “best execution” analysis for determining
where to place a mortgage that they originate and this decision is based on which digposition
(e.g., FHA or GSE-MI, or lender portfolio) generates the highest price among alternatives. The
premiums charged by the GSEs, FHA and private mortgage insurers are critical inputs in this
comparison. If guarantee fees charged by the GSEs and premiums charged by private mortgage
insurance companies remain the same, ceferis paribus, then a reduction of 50 bps in'the FHA
annual premium could be expected to generally drive high LTV mortgages at the margin from
the GSEs (and private mortgage insurance) toward FHA.

Notably, my recent research provides evidenoe that FHA/GSE(with private mortgage
insurance) pricing differentials lead to FHA as the “best execution” (or more economical) for the
highest LTV and lower credit-quality mortgages. With to the FHA premium reduction, borrowers

' Testimony of Secretary Castro, “Prior to the decision to lower the annual premium, FHA was collecting almost
four times the amount needed to cover the risk posed by its newest borrowers. According to the independent
actuary, for new loans insured in Fiscal Year (FY) 2014, FHA will collect an average $17,000 in fees from
borrowers over the lives of the loans. FHA expects that the average loss from borrowers for these loans will be
$4,700.” Written Testimony of Julidn Castro Secretary of HUD, Hearing before the House of Representatives
Committee on Financial Services Wednesday, February 11, 2015,

' Annual Report to Congress Regarding the Financial Status of the FHA MMIF, Fiscal Year 2014, HUD,
November 17, 2014, p.7.
P 1d. pas.
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with a 5 percent down payment and a FICO score of 680 or above are at risk of going to FIA when
previously, private mortgage insurance was a good option for them. My estimate is that approximately
eight percent of private mortgage insurance is at risk of being poached by FHA, if
pricing/execution is the only factor in the decision. These FHA price reductions artificially wind
up tilting market share toward the FHA and away from the private sector, exactly in
contradiction to one of the stated objectives of the FHA mentioned earlier.

To better understand how mortgage insurance pricing between FHA, as a governmental
entity, and private mortgage insurance can introduce market distortions, consider the following
differences in how each prices its risk. A private insurer determines a fair premium to charge
borrowers that covers its expected losses, capital cost, and administrative expenses, as well as a
fair rate of return o its shareholders."* However, FHA is not bound by the same strictures.
Instead, FHA has wide discretion in pricing its premiums, subject to the statutory cap on annual
premiurnss, that should take into account expected losses, and administrative costs. Unlike its
private-sector counterparts, FHA is not bound to price for the cost of their capital. This pricing
advantage is exacerbated by other policy considerations at play in setting FHA premiums,
namely the agency’s mission to provide access to mortgages for first-time homebuyers and other
segments of the market that tend to be associated with low - or moderate-income homebuyers, as
we just saw in the stated reason for the FHA s premium reduction. For FHA, these policy
factors lead to pricing outcomes that are not consistent with actuarial pricing per se, because
there is a determination that from a policy perspective that the market is better served by
providing a federal subsidy to expand credit in housing. That is a matter for public
policymakers. However, this increases the advantage that FHA has as a federally subsidized
insurer over private insurers in the market.

Further exacerbating the FHA’s advantage over private mortgage insurance are
differential capital requirements. Commercial banks and private mortgage insurance companies
are subject to regulatory capital standards that are significantly above the two percent level
required by the FHA for mortgage assets. Currently, private mortgage insurance companies
operate at a minimum 25-to-1 risk-to-capital ratio, which relates to a four percent capital-to-asset
ratio. However, risk-based capital standards under consideration by the Federal Housing Finance
Agency (FHFA) would impose much higher capital ratios than four percent.”” ‘While imposing a
set of risk-based capital standards on the private mortgage insurance industry is prudent, it
underscores an important difference between private and public insurers that in a maiket where
both compete for business, private capital is at a disadvantage. Reducing FHA’s annual MIP
exacerbates this situation, while further eroding the capital resources needed by the MMIF to
achieve the two percent statutory capital reserve ratio.

In addition to increasing the FHAs footprint in the market, the recent premium reduction
is likely to set off a refinancing wave. It is estimated that 2.4 million, or nearly one-third of all
FHA borrowers, would have an incentive to refinance their mortgages due to lower MIP
pricing.’® While this clearly would benefit borrowers by reducing monthly payments, it also has

' To gain a better perspective on the mechanics of guarantee fee pricing for a GSE, refer to an analysis by Mark
Zandi and Cristian deRitis, “Evaluating Corker-Warner,” Moody’s Analytics, July 2013, pp. 4-5.

’f Draft Private Mortgage Insurance Eligibility Requirements, FHFA, July 2014,

' “More than one in three FHA borrowers could save money by refinancing today,” Karan Kaul, Laurie Goodman
and Jun Zhy, Urban Institute, February 16th, 2015
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an impact on the prepayment speeds of the mortgage-backed securities that they are packaged
into by Ginnie Mae. Investors in Ginnie Mae’s securities have forecast typical inflows from the
securities for an expected period of time, but this unexpected refinance wave could rapidly and
dramatically increases prepayments, lowering the value of the Ginnie Mae securities. Ginnie
Mae securities become de-valued because investors cannot count on the steady income stream of
principal and interest for the same period of time they forecast when they purchased the security.
The lost interest income makes Ginnie Mae securities much less valuable. The effect is that
suddenly de-valued Ginnie Mae securities wreak havoc on institutional investors, like pension
funds and life insurance companies that invest in Ginnie Mae securities, because they can no
fonger rely upon the predictable payment schedule.

Contributing Factors to FHA’s MMIF Challenges

The question for policymakers, is what changes should be made to FHA that provide the
agency with the best opportunity to fulfill its critical mission to housing while also protecting the
taxpayer? Before proceeding to a set of specific recommendations, it is important to highlight a
number of contributing factors to FHA s current financial situation and their implications for
markets, borrowers, and the MMIF today.

Mission Conflict

The fact that the MMIF’s capital reserve ratio stands at 41 percent is evidence that
FHA’s social mission may, at times, overshadow its financial mission. We now realize thata
focus on market share without a healthy appreciation for risk was a recipe for disaster; and the
lessons Jearned from this experience are as important to FHA, Fannie Mae, and Freddie Mac as
they are to the private sector. At the heart of this issue are a host of governance, operational and
oversight issues that explain excessive risks borne by FHA over the years.

These twin objectives for FHA may be in conflict. For example, in 2010, FHA imposed
a minimum borrower credit score (FICO) of 580 as a way of improving the credit quality of new
business. Up to that point, the lack of minimal standards on borrower creditworthiness clearly
helped FHA expand its reach to borrowers with especially poor credit while significantly raising
the risk to the MMIF. The mortgage industry has understood for years that borrowers with such
marginal credit histories tend to have a likelihood of défaulting on their mortgages that may be as
much as five to eight times higher than that of borrowers with FICO scores of 700 and above,

Moreover, FHA can adjust MIPs to affect desired public policy outcomes to serve its
perceived social mission. For example, by holding down MIPs below what otherwise would be
actuarially sound levels, it reduces costs to homeowners while passing them onto the MMIF (and
ultimately, the taxpayer) through higher credit losses that manifest over time. Such policies
allow FHA to serve a larger segment of the borrower population, but expose the MMIF to much
higher risk long-term. Striking the right balance between FHA’s social mission and its duties to
maintain the MMIF’s financial integrity is complicated, and made more difficult by a lack of
clarity in defining who its target borrowers are. Such an exercise is about determining what
segments of society merit public support, as well as about establishing a clear risk appetite that
aligns to these goals.

Lack of Mission Clarity: Income Limits Needed
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Turning to the social policy aspect of FHA programs, FHA’s traditional role of serving
low- and moderate-income borrowers has expanded into higher-income borrower segments that
have access to private sources of insurance. This occurred because of a rapid increase in the
upper limit on the size of mortgages FHA was allowed to, and subsequently pursued, insuring.
Not surprisingly, it is borrowers with higher incomes who can sustain and/or afford the larger
mortgages. Reliance on loan limits to determine FHA borrower eligibility, rather than on income
measures, expands federal subsidies to borrower classes that do not need the federal subsidy.

To underscore the policy inmipact of current FHA loan limits, consider the following
example: a borrower in the San Francisco Metropolitan Statistical Area can obtain a loan
amount of $625,500. Given prevailing mortgage rates for a fixed-rate 30-year amortizing
mortgage and including associated taxes and insurance on a $700,000 property, the monthly
mortgage payment would be about $3,974. If the loan met the Consumer Financial Protection
Bureau’s (CFPB) Qualified Mortgage rules, the borrower would need to have a monthly income
of approximately $9,242, or an anaual income of about $110,900. The income requirements
would be even higher if this borrower carried nonmortgage debt obligations, such as student
loans. This income level far exceeds HUD's median family income estimate for California of
$68,100.77 While FHA continues to serve many low- and moderate-income borrowers today,
there clearly is a need to revisit the social and economic rationale for current FHA loan limits, as
well as consideration for implementing income-based limits.

Underinvestment in Risk Management

One manifestation of the heightened focus of FHA on its social mission to the detriment
of the MMIF is the historical underinvestment in risk management resources, personnel, and
technologies essential to managing a fund of such scale as the MMIF. In a study by the
Government Accountability Office (GAQ) conducted in 2011, a number of critical deficiencies
in FHA’s ability to effectively manage risks were identified,”® These weaknesses resulted in the
FHA absorbing excessive risks that it had little ability to identify before the risks had already
been booked.

To put FHA’s risk infrastructure into perspective, if the agency were subject to regulatory
oversight by one of the bank supervisory agencies, it is likely that FHA would be subjectto a
number of examination findings on its risk-management activities. In assessing an institution’s
risk infrastructure, bank examiners focus on a number of critical areas, including the quality of
an institution’s governance structure for risk management; the adequacy and competence of risk
staff; and quality of reporting, policies and procedures, data management and analytic
capabilities, among others. A widely held perspective among bank regulators is that an
institution’s risk infrastructure must grow ahead of its lending activity. Without such attention to

70, 8. HUD. Estimated Median Family Incomes for Fiscal Year 2014, NOTICE PDR-2014-01. FY 2014 Median
Family Incomes for States, Metropolitan and Nonmetropolitan Portions of States.

'* These included staffing shortages in key risk management areas, a lack of adequate systems and capabilities to
conduct proper surveillance of emerging risks and threats to the MMIF, delays in obtaining much néeded resources
and high turmover among key positions. Such findings are the hallmark of an organization not well-equipped to
quickly identify, measure and manage risks. See. Government Accountability Office, Federal Housing
Administration: Improvements Needed in Risk Assessment and Human Capital Management, GAO-12-15:
Published: Nov 7, 2011. Publicly Released: Nov 7, 2011.

9
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the quality of the risk-management process, an institution or agency in this case would be
severely handicapped in an accelerated growth scenario, as FHA has experienced in recent years.

In addition, FHA has historically underinvested in robust portfolio surveillance
capabilities. Once a loan has been originated, portfolio lenders retaining the asset on balance
sheet typically engage in a number of activities to track the loan’s default and loss performance
against modeled outcomes over time and report material changes in defaults and losses to-senior
management. Changes in the economy, housing market, and individual borrower behavior must
be closely monitored. Such early-warning miechanisms serve as the basis for effective
remediation efforts to avoid default and adjust pricing, credit, and collateral policies, as well as
trigger portfolio-level risk-mitigation activities. These capabilities are core to any large portfolio
lender’s risk function and are staffed with highly skilled risk professionals trained in advanced
credit portfolio valuation techniques. Such technigues provide firms with an ability to'more
accurately assess and price credit risk by allowing combinations of risk attributes to be examined
collectively across multiple economic scenarios over time.

Recommended Reforms to FHA

Ensuring the long-term viability of the MMIF while clarifying FHA’s mission can be
achieved by implementing a number of reforms aimed at addressing the contributing factors to
the current challenges facing FHA. These reforms start with clarifying the role of FHA vis-a-vis
other market participants, restructuring FHA to provide the agency with the flexibility and tools
to manage its risks, strengthening its risk-management capabilities, and development of new
risk-sharing and pricing frameworks to limit risk exposure and accurately price risk.

Provide Mission Clarity: Income Limits

First and foremost, FHA needs to get back to its historical roots of focusing on providing
access to mortgage credit for low- and moderate-income borrowers. The size of the market
should ideally be no greater than FHA’s historical share of 10-15 percent. For years, median
income fargets have been used in various affordable housing programs. For example, the Federal
Home Loan Banks® Affordable Housing Program provides subsidies to borrowers with median
incomes at or below 80 percent of area median income. Likewise, affordable housing goals for
both GSEs use the same 80 percent threshold of area median income in defining targets for
Fannie Mae and Freddie Mac. FHA should adopt ain area median income target to determine
program eligibility and phase out the use of area-based loan limits. In conjunction with
establishing income-based eligibility requirements, FHA should strengthen its requirements to
ensure all eligible borrowers have the best chance of staying in their homes. This comes down to
raising the bar on collateral, credit, and capacity criteria to repay the mortgage; namely, the
“three Cs” of underwriting.

Allow FHA to Engage in Risk-Sharing Arrangements

Unlike many other holders of credit risk, FHA has no formal mechanism to transfer credit
risk to the capital markets. As a result, FHA winds up holding 100 percent of the credit risk even
though it may be economically advantageous to engage in risk-sharing arrangements with
various market participants. For instance, both GSEs are required to have suitable credit
enhancement for loans above 80 percent LTV. Private mortgage insurers provide first-loss
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coverage, depending on the LTV, between 25-33 percent. Such arrangements allow the GSEs to
distribute risk across other counterparties rather than concentrate risk on their balance sheets.

Credit enhancements are also effective for reshaping the risk profile of the existing
insured book. For example, large portfolio Jenders and the GSEs from time to time will enter
into reinsurance contracts with approved counterparties to sell portions of credit risk in their loan
portfolios. Best practice portfolio risk-inanagement exercises are not static, but rather, make
regular adjustments to the risk profile of the insured book as market conditions or loan
performance is anticipated to change. FHA should have the flexibility to enter into such
arrangements, particularly with private mortgage insurance companies.

The FHFA has embarked on a number of credit risk-transfer structures with both GSEs
and private investors to contract their balance sheets, As a way of both reducing the risk of the
MMIF and initiating experience with such structures, FHA should begin to test a variety of credit
risk-transfer structures with qualified counterparties. These qualified counterparties should, at a
minimum, meet the same capital, reserve, and leverage ratios imposed on private mortgage
insurers to ensure that such transactions have adequate support for the obligation.

Reduce the FHA’s Guarantee below Its Current 100 Percent Level

Congress should reduce the FHA’s guarantee below its current 100 percent level. An
essential feature of mortgage insurance that is lacking in the FHA is the concept of coinsurance
on the part of all parties to the transaction. For private mortgage insurance, coinisurance means
that the private mortgage insurance stands in the first position of loss behind the borrower’s
equity and is generally 25-35 percent of the loan-amount, which covers most (but not necessarily
all) of the losses that the parties to the transaction experience. This serves as an important
incentive to avoid foreclosure. FHA, on the other hand, insures 100 percent of the loan amount
if the loan goes into foreclosure so that the loan originator lacks any meaningful risk of loss. As
a result, the FHA guarantee does not properly align incentives between all parties and the FHA.
Reducing 100 percent coverage will incent investors to require servicers to exhaust all viable loss
mitigation options to keep the borrower in their home before resorting to foreclosure; and even
conduct more prudent underwriting when originating a loan.

Qualified Mortgage Rule Harmonization

FHA makes the rules and guidelines for determining the eligible credit characteristics for
consumers obtaining FHA mortgages. These rules and guidelines have been historically more
liberal than those prescribed for conventional mortgages. Under the Dodd-Frank Wall Street
Reform and Consumer Protection Act, passed in July 2011, CFPB was to construct the
guidelines so that mortgages met the statutory “Ability to Repay” requirements. The CFPB did
publish the Ability to Repay rules for conventional mortgages, but left to the discretion of the
FHA the ability for them to write their own definition — which the FHA did. The conventional
guidelines to meet the Ability to Repay rules create a mostly rigid qualifying ratio for consumers
in that (generally speaking) the consumer’s debt to income should not exceed 43 percent (note
that the GSEs have an exemption for the first seven years of their conservatorship). The FHA
published a similar standard — except that it allowed for discretion by the lender to use
“compensating factors™ in determining if a consumer should be authorized to exceed the ratio.
This is a key issue because loans meeting the definition of the Ability to Repay requirements are
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granted a “safe harbor” limiting their extended liability. If the FHA definition of Ability to
Repay is more liberal than conventional loans, lenders are tikely to direct more loans to the more
broad and/or liberal definition (provided by FHA) in order to reduce their liability.

This is a key issue in the comparison of FHA mortgages to conventional mortgages. Not
only do lenders generally have to stay within the préscribed 43 percent ratio on conventional
loans, but on mortgages with less than 20 percent down payment, lenders also have to ensure that
the loan meets the private mortgage insurance standards of review for sustainability and
documentation.

Furthermore, the actuarial report also reveals that FHA relies on a statistically-based
automated underwriting scorecard, known as TOTAL, for approving all of its loans. Before and
during the crisis, these models were oftentimes overused and, as has been proven, did not held
up well in accurately assessing risk when economic times changed. Old-fashioned underwriting
can never be replaced by statistical models, and yet we find the agency relying on them more
than the conventional market.

My recommendation is to avoid this type of forum shopping and require a single
qualified mortgage standard that is applicable to both the conventional and government-insured
market. This means that a single, qualified mortgage rule should permit loans that exceed the 43
percent debt-to-income ratio if the borrower has compensating factors (as the guidelines are
defined by the FHA and/or as is in place in the-GSEs underwriting requirements). For FHA
loans that exceed the 43 percent debt-to-income standards, the loans should be manually
underwritten by the FHA (e.g., the FHA Home Ownership Centers) rather than by lenders.

Tethered Analytics

FHA and the GSEs use different numbers when calculating key metrics in their
respective risk models, which allows them to draw different conclusions about how to price
future risk and the fees associated with that insurance. The calcnlations should be the same in
order to avoid incongruous pricing policies between the GSEs and the FHA.

Concluding Remarks

Without question, FHA is an essential part of the housing finance system. While
maligned for the current financial challenges of the MMIF, it is important to keep. in mind that
FHA has served this country well for nearly 80 years. However, the lack of a clearly defined
mission for FHA along with potential conflict between its social and financial missions, are
major contributing factors to the weakened state of the MMIF today. FHA reform must be
undertaken to reduce the role of the federal government in the mortgage market; increase the role
of private sector capital, and prevent future taxpayer bailouts. The agency requires a number of
major reforms in order to put it on a secure financial footing that will ensure its important legacy
for borrowers for the next 80 years.
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